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Ottawa, Ontario, 
Thursday, 
September 13, 1962, 


--- AT 9:20 A.M, THE HEARING RESUMED: 


THE CHAIRMAN: We will call the meeting 
to order, 

We have this morning the submission 
from Mr. E. M. Bernstein, formerly of the United 
States Treasury, and he has also been head of the 
Research Department of the International Monetary 
Funds, He is now carrying on a private practice 
as a research economist in Washington, D.C. 

We are very much obliged to you, 
Mr. Bernstein, for heaving come before us today. 
We have had the privilege of readin;: your brie: 
and we have done so with great interest, end memoers 
of the Commission have a number of questions they would 
like to ask for the purpose of follctiing uo some of 
the points which you have raised ena which perhaos 
may lead into other collateral discucsions. 

We will now proceed with the questions. 

COMMISSIONER GIBSON: JI take it that 
Mr, Bernstein is not going to make any statement 
first? 

MR. BERNSTEIN: No, there is no need for 
its I much prefer to answer questicns. 

THE CHAIRMAN: That is what I understood. 
I should have mentioned that. 


COMMISSIONER GIBSON: Mr. Chairman, 
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memo with great interest and benefit. I would like 
to start by asking some questions about the objective 
of monetary policy which are dealt with here in your 
memo, and to start that off I would ask you a question 
on how you define monetary policy. You make it clear 
in your statement of objectives that the objectives 

of monetary policy are broad and major ones, although 
you say later in the memo that they are not intended 
to include all the objectives of monetary policy. 
However, the objectives mentioned at the beginning, 
and three of the most common ones, are to maintain 

a high level of production and employment, minimize 
fluctuations in the economic activity and maintain 
approximate stability of prices and maintain stable 
exchange rates. 

I take it in talking about these objectives 
you are assuming the use of much more than monetary 
policy for their achievement? 

MR. BERNSTEIN: Yes. Let me see if I 
can make this clear once more. You have a monetary 
policy when the monetary authorities consciously 
and deliberately undertook a series of measures 
to achieve the desired end. It is by no means clear 
that monetary policy was of great consequence at all 
anywhere in the world prior to the 1930's or maybe 
even until the 1950's; there wasn't enough conscious 
effort to do these things. 

Now, these suggested objectives in my meno 
can be achieved in large part by monetary policy. 


They are by no means the sole objectives of the govern- 
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ment in the economic field, and many things that govern 
ments do will bear on these questions. 

There are some things that the monetary 
authorities cannot do which may be very important 
to the government in achieving economic objectives. 
For example, there is very little that the monetary 
authorities can do about the distribution of the 
national income, I doubt very much whether they 
can even effect very much the distribution between 
those who receive wages and those who receive 
other income by their monetary policy. This is 
an objective that simply is outside the field 
of the monetary authorities. 

There are objectives like the structure 
of the output, how much of it should be domestic, 
how much of it should be in the export-import sector, 
how much of the investment should be financed with 
domestic savings and how much of an inflow of capital 
there should be -- these are questions where the 
authorities can exercise great influence but not 
be decisive. 

Now, we move on from there. I think 
the reasonable dichotomy is between monetary policy -- 
that is, where the monetary authorities have a primary 
responsibility and where they can act on their own 
initiative -- and economic policy where the government, 
while it may have influence in the field of ie dkare 
policy, nevertheless acts on its own initiative 
in the fields where the economic objectives 
of policy are outside the sphere of the monetary 


authorities. But the notion of separating all 
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of these things would be a little too difficult. 

COMMISSIONER GIBSON: In other words, 
to achieve all these objectives implies the use of 
a co-ordinated government policy, including fiscal 
methods and so on. 

MR. BERNSTEIN: That is right. In 
all these objectives I have mentioned, the monetary 
authorities may do a very good deal by themselves even 
if the government makes no conscious effort to achieve 
the same objectives. On other economic objectives 
they can do very little. Achievement of economic 
objectives will be much more successful if the 
monetary policy is co-ordinated with other action of 
the government. This is precisely what I have 
in mind. 

COMMISSIONER GIBSON: In your experience 
of the study of the economies of many countries, do 
you have any preference as to the degree that monetary 
policy should be insulated from other government 
policies. Is there any view which you would like to 
express on this? 

MR. BERNSTEIN: I think on the whole there 
should never be insulation. I mean, the monetary 
authorities can have a policy which is a conscious 
attempt to achieve certain objectives, and their policy 
can be negated by the accidental operations of the 
government in other fields. It seems to me this is not 
what an intelligent government would want to do. I 
would say, therefore, that monetary policy should always 


be in the forefront of the thinking of the government 
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when it acts on other economic policy, just as the 
other economic policies of the government should be 
in the forefront of the thinking of the monetary 
authorities when they decide on monetary policy. 
Independence of monetary policy ought not to imply 
that a central bank works at cross purposes to show 
how fully independent it is. 

COMMISSIONER GIBSON: There are, of course, 
great differences in the structure of economic 
policies between countries, and we have been told by 
witnesses from the United States, for example, and we 
heard a witness from Sweden yesterday, that there 
was quite a marked difference in the emphasis and 
the way in which these things are co-ordinated,and 
I was wondering if you have any particular preference 
in this area? 

MR. BERNSTEIN: I think on the whole in 
a country like the United States -- but much less. so 
in Canada -- monetary policy must be the first stage 
in achieving any economic objective. That is the 
case in a country like the United States with. the 
congressional system and the independence of the 
legislature from the government itself. The time 
that is taken even for urgent legislation in the 
fiscal field is exceptionally long. 

That means that the first stage in dealing 
with any problem would almost always have to be: on 
the side of monetary policy. It doesn't, however, 
indicate to me that the role of fiscal policy 


should be on that account much less. I say in the 
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United States we ought to be more concerned with 
fiscal policy in the long run objectives of the behavior 
of the economy. It is ‘unlikely that fiscal policy 
will ever be as flexible -- at least, on the tax 
Side -- as flexible an instrument as we would want if 
we were to put more reliance on it or for dealing with 
cyclical fluctuations. 

COMMISSIONER GIBSON: Mr. Bernstein, 
you said a moment ago that monetary policy couldn't 
do a good many things to achieve major changes in 
the nature of the economy, and you gave a few examples. 
Now, in your analysis of your objectives of monetary 
policy you refer from time to time to what one might 
describe as structural adjustment. In any event, 
the problem of moving people and resources from weak 
industries into expanding or strong industries, and 
while you do say that monetary policy is not an 
effective instrument for achieving structural adjust- 
ments, you do make the point in a number of places 
that it is important that there be an adequate level 
of aggregate demand in order to facilitate these 
structural adjustments; movements from declining 
to expanding industries, and so on, and you did make 
this point several times. Now, I wonder if you 
could elaborate a little on just to what degree the 
monetary policy might facilitate adjustments of this 
kind? 

MR, BERNSTEIN: Almost the whole of what 
could have been done with monetary policy in dealing 


with structual changes was somehow distorted during the 
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1950 's because of the great excess of liquidity in 
the economy and the general tendency towards excess 
demand; excess liquidity having been built up during 
the great depression and during the Great War. 

In a community in which there is a 
plentitude of jobs, the inducement to move to an industry 
where jobs are available and where wages are better 
and from an industry where jobs are less certain and 
wages are poor, is much greater than an economy in 
which there is considerable unemployment even in the 
growing sectors of the economy. You can get the most 
mobility at the stage where jobs are plentiful in the 
rest of the economy but there is some pressure in the 
declining sector. 

This is the combination we really are 
after; a combination in which the growing industries 
are able to absord nearly everybody who applies for 
employment and the declining industries have a surplus of 
manpower. In this sense a declining industry may be 
growing at one per cent per annum in output, which 
may be less than the increase in productivity per 
head. If you can conceive of this delicate balance, 
that is what we are after. 

COMMISSIONER GIBSON: And you say this 
is being achieved as far as monetary policy is 
concerned by providing the right -kind of climate. 
rather than by specific intervention? 

MR. BERNSTEIN: No, by other measures; 


you said"specific intervention". 
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COMMISSIONER GIBSON: No, I took it that 
you meant that monetary policy's function in bringing 
about a change is to provide the right economic 
climate. 

MR. BERNSTEIN: Precisely. 

COMMISSIONER GIBSON: But not to go 
further? 

MR. BERNSTEIN: I don't think monetary 
policy can go further. It is not for the monetary 
authorities to create differential interest rates for 
regions -- for example, depressed areas and non- 
depressed areas or for industries, although to some 
extent practically all central banks do show discrimina- 
tion in favour of some industries rather than others 
if they think it is in the national interest. 

As Professor Lundberg pointed out 
yesterday, it is a realm in which you can run into 
a good deal of difficulty. I would prefer to have 
the government take these specific measures which 
increase the inducement to expand and make it very 
specific to an industry, to a place and even to a 
person if it wishes. The climate for inducing a 
transfer of resources is the task of the monetary 
authorities. 

COMMISSIONER GIBSON: Now, you do place 
a lot of emphasis on wage policies in your discussion 
about the objectives of monetary policy. Is wage 


policy part of this picture? It is part of monetary 


policy, as you see it? 


MR. BERNSTEIN: In my opinion it is a by -produqt 


of monetary policy. We have become so unhappy about the | 
wage policy of the fifties that in a way we haven't 
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been willing to analyse rationally what went on. 

If I were to describe it, as I look at this 
problem, what went on was this. In the United 
States -- and Canada had almost the same problem -- 
the public was exceptionally liquid; it was 
fully prepared to spend, and business and the consumers 
together could spend much more than the output of 
the economy could supply. On top of this there 
were the exceptional. needs of Europe which hagG to 
be met; and for which Canada provided large amounts 
of aid until about 1949. 

Now, all this gave us an environment of 
inflation, and in this environment of inflation prices 
and profits went up. It is my opinion that by and 
large real wages, if you take the economy as a whole -- 
Twill not take individual industries -- did not 
increase much more rapidly than productivity. But 
the rapid rise in wages may have caused a larger rise 
in prices or may have facilitated a quicker rise in 
prices than the community in any case woul¢ have had. 
It wasn't the wage earners or the wage policy which 
ran ahead of the inflation, it really was the 
inflation that came first. You can hardly blame 
the wage earners for wanting to defend 
themselves. 

In 1948 or 1947 -- when the International 
Monetary Fund began working on the question of what 


the world structure of exchange rates would be, I wrote 
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a memo which was published as Staff Paper Number 1, 
and calied “Latent Inflation". This paper was 
to the effect that the liquidity of the economy all 
over the world was so great that we would never absorb 
it except by a rise in prices and wages. A considerable 
part of that paper is concerned with the argument 
that if the liquidity is absorbed exclusively by a rise 
in prices that the imposition on labour would be 
unbearable. Once the excess liquidity was absorbed 
in the United States -- and it must have been 
absorbed at some time about the beginning of 1959 -- 
the pressure on wages in the United States has not 
péen excessive. 

I would say that the United States has 
shown once again -- and I believe that this is true 
in Canada, too -- that the sensitivity of the economy 
to the state of the market for labour is far greater 


than people had assumed. 

I would guess off-hand that for these two 
countries the average rise in wages in the last two 
or three years hasn't been in excess of the average 
increase in productivity. 

If we have monetary policy which is properly 
suited to maintaining aggregate demand, the probability 
is very strong that in ordinary circumstances we will 
avoid excessive wage pressures. Certainly in the 
kind of economy we have now where we are tolerant of 
considerable cyclical unemployment and where the 
community is prepared to accept this amount of 


unemployment as a natural by-product of a dynamic 
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economy, I would not be afraid that we would get 
excessive wage increases if we had the right 
policy and the right monetary environment. 

COMMISSIONER GIBSON: In other words, 
without having what you might call a direct wage 
policy at all, would you think that the amount of 
increases you talk about in referring to the objective 
of stable prices for the -- stable wholesale prices 
for industrial goods, your 3 per cent per annum 
increase in wages might occur without any direct 
effort in that area? 

MR. BERNSTEIN: I think so, although I 
do believe that there is an interval in which people 
have to get rid of the custom of 6 per cent annual 
increases, and adjust to wages increase that are 
more in accord with what the economy can do. It 
may be that in this interval, pressure by the 
government to indicate that there is public interest 
in keeping wage increases close to the increase 
in productivity can do no harm and it may do a 
great deal of good. But after better wage habits 
are established -- and they are being established 
now -- I do not think there is any need for wage 
management. I think you get better wage policy without 
wage management. I think it is the general experience 
that when governments get into setting wages in industry 


they get off on the wrong track on wage management. 
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COMMISSIONER GIBSON: So, it is your view 
2 that if appropriate monetary policies and appropriate 
‘ fiscal policies are followed, with a little bit of 
. general nudging wage policies should fall in line? 
In other words, it does not need to be a conscious 
. policy? 
~ MR. BERNSTEIN: That is right. 
6 COMMISSIONER GIBSON: In a number of places, 
9 instead of having people moving between the declining 
10 


industries and the expanding industries, you talk 

11] as though there should be significant wage 

12 differentials between declining and expanding 

13 industries, and you say that some of these 

14 differentials should even be wide. Again, you are 

15 looking to something that would happen in this general 


climate without there being a specific policy of 


a government? 
a MR, BERNSTEIN: Moderate differentials in 
19 


wages, together with better prospects for jobs, could 

= be very effective in inducing workers to move from declining 
industries to growing industries. I should not like 

ons to see the present wage differentials, particularly 


23 between durable and non-durable goods industries 


24 widened any more. 


25 My view is that these differentials are 

26 now excessive. They are much larger in the United 

27 States, for example, than in the United Kingdom, 

28 The difference between the highest wages in the 

29 United States and the lowest wages in major industries 


are much greater than the differences between the 


7 OoEt . “pial? traodtsy® 


woetv mvoy ei ¢f .0o8 sMO8EID AAMOTSGIMMOD | 


stsiiqovags bus aetetiog yrstenom ot¢singotqqs tt tedt . 


— 


te 7m A 


to did efddti s détw .bewoLfot ews estotfog Lscett — 
Seatl at List bivoda setotiog sgsw gntgbua {sisneg 
avofoanoo 6 9d ot bosa gom as0b ti ,ebtew tengo nr 
tyolilog 

dgtt ef ted? sWvigTanvAda .AM 

@90siq to rsdmym s al :sMOediO ASHOLTEAIMMOS 


\ 


aninifoeb ov aeswied gnivom sigesq anivsn to bestent 


ee ee 


Hisd voy ,astintdaubat gatbnsgqre edd bas aotusevbat 
exysw tinsolitiagle ed biwede susis davont es 


galonsgxs bis galnilosh moowied efsitiaeretittpb 


eesnt to shea tedt yse soy bas ,estaseubnt 


sis voy .oisgA .obiw sd meve blyode aistine tretttb 
Isteneg aids oat asqqen biwow tsdd gmiddvemoa ov antdool 
to yoklog oftfoeqe s gntsd susdt twoddttw stsmifo 
TinommITSvoOR 

at alsitnsrsiiib stsesboM s:¢IeTeMASa .AM 
bfyoo ,adol tol etosqeorg tedded Attw reddegod ,asssw 
jeiiinifseb mort evom of stextew gotowbat at evitostie yrev sd 
exit tom biuede I .estadaybat satwors of eeltteaybat 
Ylusivotixsq ,eisidiaersli£b easw imesenq odd sse ot 
aeixdeubnat avec, sfidsiyb-nen bas sidsivb noswted 
-Stom yas beasbiw 

OYE eee Tt ae tsdt at woilv yM 
bsJiau sald ii togtsl dovm ois yout  .svileasoxs won 
Mobsain botin’ odd af asdd ,efqmsxe wot ,asdsde 
sav mi eeysw ceenyid ont asewied sonersttip sct 


sotatauvbat toss at esgsw teowol ont bos eotss2 bstiau 


sit moowsed esonetetith edd sedt tedserg donm ots 


Nethercut &é Young ~ 4381 — 


Toronto, Ontario 


1} Same or Similar industries in the United Kingdom. 

2 My objection to these big differentials 

3 is not particularly social, though I. would rather 

4 see the people with the lower incomes do better. 

5 My objection is economic. The inducement in a country 
6] like the United States or Canada to undertake 

7 investment is partly dependent upon the relationship 
8| of the wages in the machine-making industries 

9 and the wages in the maching-using industries; 

10 that is to say, it is dependent upon the price 

11 of machines and the rate of wages in the industries 
12 that use the machines. 

13 In the United States we have probably kept 
14 a little lower than we should the inducement to 

15/ keep using newer machines: by having too high 

16] wages in the machine-making industries which raises 
7 the prices of the machines, ..and rather too low 

18 wages in the machine-using industries. 

19 This is a problem. that is partly met 

20 by investment credit and accelerated depreciation. 
21 These techniques cut the price of machines to induce 
22 more investment. Interest rates have the same 

23) effect. They cut the annual cost of using the 

24 machine. 

25 COMMISSIONER LEMAN: Could this have been 


26 the result of other policy matters in the production 


27| field? 
28 MR. BERNSTEIN: Yes, but there is no way 
29 by which you could have prevented wages rising in 


30 the automobile industry while they lagged in the 
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textile industry. In the United States you can 
only keep the textile industry at its present level 
by some degree of protection. You do not need to 
have any protection for the automobile industry. 
Part of that is due to the fact that the growth 
forces create wage differentials. You do not have 
to make these differentials. If you have a monetary 
environment in which the economy will respond with 
the growth it is capable of having then the 

wage differentials will emerge. That is how 

the wage differentials came about. They also reflect 
the relative strength of collective bargaining in 
different industries. 

COMMISSIONER GIBSON: I think you heard 
part of Professor Lundberg's testimony yesterday. 
One of the points he made very strongly was that 
in Sweden an objective he thought desirable, and 
that the government also thoughtwas desirable, was 
a fairly uniform level of wages, and that this was 
a conscious matter of policy. As I understood hin, 
his reason was that if wages were just about as 
high in the weak and declining industries as they 
were in the stronger and expanding industries the 
weaker industries would find it necessary to release 
workers and make them available to these other 
industries. He said that that was quite a conscious 
philosophy of stimulating desirable adjustments. 

MR. BERNSTEIN: I do not think we could 
do very much about it, in any case, and that does 


bring us up against a set of alternatives that 
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always concerns us, If we tried to make wages in 
textiles as high as they are in other non-durable 
goods industries in the United States we would 
inerease unemployment in textiles and that would have 
a good effect upon inducing people to move elsewhere. 
It may have the bad effect that they would not move 
at all. They would risk intermittent unemployment 
at better wages. You have to take your choice 
as between those alternatives. 

I would say that in the past economists 
used to be in favour of very flexible wages, both 
for cyclical unemployment and structural unemployment, we 
now agree that cyclical flexibility in wages is 
undesirable. I think most economists in the United 
States prefer to have some differences in wages 
between declining industries and expanding industries, 
With smaller wage differences we take the risk 
of more unemployment in the hope that unemployment 
in the declining industries will force the labour 
out, and that high wages will force the businessman 
to get rid of labour as quickly as possible. Or 
we can have larger wage differences which will 
let these people go on working for the time being 
at sub-normal wages. These industries will not be 
attractive to youngsters and there will ultimately 
be a diversion of labour from one industry to 
another. In one case it may be slow with no 
unemployment, and in another it will be quicker 


with more unemployment. 
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it the consequences are much less serious, In other 
words, a deliberate effort to keep wages up in the 
weak industries might result in errors of judgment. 
Some of them might turn out not to be weak industries, 
and you will have pushed them back, so to Speak, 

when it was not desirable to do so. There is an 
element of judgment required in it. 

MR. BERNSTEIN: I would have thought that 
there is no need for specific action by .the 
government on wages under ordinary circumstances. 

I might add that I look forward to a very ordinary 
world, one in which these strikingly large wage 
increases of the past will be much rarer than they 
have been. In such a world, I would think that 

the action of the government on wages should be 
limited to setting minimum wages where that may be 
necessary, and occasionally in having public boards 
arbitrate wage disputes in public utility industries, 
but not much more than that. I do not think. there 
will be any need for it. 

COMMISSIONER GIBSON: You think the day 
of cost-price inflation is over? 

MR. BERNSTEIN: Yes, in the United States 
and Canada, and it will be over in Europe in a few 
years. 

COMMISSIONER GIBSON: I. was very intrigued 
by your analysis of why you felt the appropriate 
measure of price stability should be wholesale prices 


of industrial goods. You reject the idea that we 


should aim for stability in the cost of living 
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because that would imply a level of wage advances 
which you think might be difficult to make a 
practical matter; that there would be too low a 
wage increase --- 

MR. BERNSTEIN: Too low to give us the 
flexibility we want. I do not say we cannot live 
in such a world, and have labour accustomed to 
a rise of 2 per cent a year, but --- 

COMMISSIONER: GIBSON: And that is 
your objection to working in terms of a stable 
cost of living index? 

MR. BERNSTEIN: Yes, in a way that 
is the principal one because the secondary one is 
that the interest rate would also have to be adjusted, 
and that is mainly significant because it would 
impose on the monetary authorities an environment in 
written td difficult to manage monetary policy but 
by no means impossible. The world has lived in the 
past with low interest rates for very long periods. 
If we have to live in a world in which 3 per cent, 
instead of 4 per cent, is the rate of interest 
which the monetary authorities must somehow achieve 
to attain their objectives -=- one of the objectives 
being stability of the cost of living --- 

COMMISSIONER GIBSON: But this does 
not follow, You assume-a 2 per cent increase in. 
wages, and you say if you have that, and taking into 
account other assumptions, you have to have a one 
per cent decline in interest rates, but there are 


permutations of this which will work just as well. 
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MR. BERNSTEIN: I am afraid not, Mr. 
Gibson. In fact, if you run through the drill on 
the. .inter-relationship of wages, prices and interest 
rates you will come to agree with the proposition 
that if you have,a price level -- say, a cost of 
aiving that remains. stable -- and.another price 
level, that for industrial.goods at. wholesale, 
which is declining at the rate of one per cent 
a year, then the interest rate will have to be 
one per. cent lower than it would have been if 
wholesale prices had been kept stable. That 
proposition is, in my opinion, unimpeachable. 

COMMISSIONER GIBSON: But could not wages 
have less of a squeeze or profit margins or 
organizational efficiency affect the picture? 

MR, BERNSTEIN: .No,.I si not think we can 
bring .in organizational efficiency. . That is bringing 
eee ergs eae I, do not think that we can 
assume other than that there will be a squeeze 
on wages.and profits, and then precisely because 
of. the squeeze non wages and profits, there will 
be a squeeze. on eee rates, 

het me show how that works. When a 
businessman considers whether to undertake investment, 
and decides what he can afford to pay for, the capital 
eoing into his investment, he undertakes a very complex 
projection... He says to himself if he does it 
consciously -- and sometimes he may do it with 


peneal and paper.-"This machine 1s going to have a 


certain capacity. of output, We ought to,be able to 
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1! use it a certain percentage of the time for producing 
2 goods. The goods ought to be selling "-- and this 

is absolutely important in his computations --" .., 
These goods easite be selling at an average price 
5 of so and so in the future. I ought to be able to 

6 get my labour and materials at such and such wages 

7 and prices. Then I will have a gross return from 

8 this machine which will cover the interest and 

9 depreciation ¢ost which I incur by investing in this 
10 machine." Now, if he must project for his output 

11 a declining price level -- he is selling at wholesale, 
12 you see -- the amount of investment that he is 

13 willing to undertake at any given rate of interest 


14 would be less than what it would be if he had to 


15 project a constant price level. 

18 COMMISSIONER GIBSON: Unless he projects 

17 other. declines in costs. 

18 MR. BERNSTEIN: He may project other declines 


19 in costs, but actually with that machine he does not 
20 project other declines in cost. A businessman buying 
21 a machine today knows that the cost of producing with 
22 that machine will be absolutely at its lowest level 
23 now, because wages will be higher next year and 

24 the year after that while the technical efficiency 

25 of that machine will not change. It may well be 

26 that a businessman gets 80 or 90 per cent of the net 
27 return he will ever get from a machine in the first 
28 five years, because he buys this machine at a certain 
29 price, it has a certain technical efficiency, and 


30 the goods that he sells, with good fortune, will be 
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selling at the same price five years from now that 

they are selling at now; but in the meantime wages 
are going up. So, in fact, his net return tends 

to be less and less, and that is why he can set up 

a rule of thumb by which he can get his money 

back within five years. 

It is quite true that at the end of the 
fifth year he may well be getting from the machine 
something in the way of a return, and this enters 
into new calculations he makes as to whether he 
should replace the machine. 

But, this is carrying us away from the 
proposition that I would like to emphasize once 
more. If the prices which businessmen get for the 
products they are turning out with their labour 
and machinery are declining they will be inclined to 
pay lower wages than they would otherwise pay, and 
they would be inclined to borrow at interest rates 
which are lower than they would otherwise pay. Even 
their profits in dollar terms would be a little 
bit less. Everybody would absorb part of the 
declining money value of the same output as compared 
to what the situation would have been at a constant 
price.level. I do not think we can escape this. 

Besides, if we just go to the economic 
bibles on the question we will find that there 
is a general recognition that in a period of 
falling prices interest rates will go down to 
offset part of the fall in prices, and in a period 


of rising prices they will go up to offset part of 
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the rise in price. There is that tendency. I do 
not think we can dispute it. 

COMMISSIONER GIBSON: You are almost 
Saying that a businessman makes certain calculations 
based on certain assumptions about wage rates, and 
it is those assumptions that are really more important 
than the facts in their immediate investment decisions. 
In other words, you say they assume that certain wage 
increases will occur over the period. 

MR. BERNSTEIN: That is right. 

COMMISSIONER GIBSON: And on that assumption 
the businessman makes his calculations. To go on 
from that, this really suggests that because people 
make these assumptions one must see that the facts 
more. or less conform to them, 

MR. BERNSTEIN: I do not mean we have to 
conform. We can get businessmen to make any assumption 
we want very easily by merely creating the environment 
by which those assumptions have ordinarily been 
realized in the past. Businessmen live by expectations, 
and the realization of their expectations is an 
important part of getting an improved pattern of 
behaviour. 

If you want businessmen to think that wages 
are not going to go up at a certain rate, one way of 
doing it is by not having wages go up at that rate for 


a time. My guess is that businessmen do not err very 


much in regard to what is going to happen to wages 
and prices in the short period that is in their 
minds. When they are projecting wages going up by 


6 or 7 per cent a year they are also projecting 
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the fact that they can raise prices, and they are 
not at all deterred from.investing at that stage. 
But, Suppose we give them the datum that wholesale 
prices cannot rise, but will fall, they will still 
do the business they want to do, but we will find 
that the interest rate will have to be, say, one 
per cent lower. 
COMMISSIONER GIBSON: In effect, you are 
Saying that businessmen making investment decisions 
will be discouraged in terms of the volume of decisions 
they make if they look forward to a declining level 
of industrial prices? 
MR. BERNSTEIN: It is almost that. 
COMMISSIONER GIBSON: You will get a too 
low level of investment under those circumstances? 
MR. BERNSTEIN: Yes, unless you can 
simultaneously create the other expectations of wage 
rates rising less and of interest rates staying 
one per cent lower -- when you have created all these 
expectations together you will have had no effect 
on investment. You will, however, have made difficult 
the implementation of monetary policies. For the 
monetary authorities the task will be greater for 
the simple reason that the cash that the public 
would hold relative to production, consumption 
and income is much greater at @ per cent than the 
amount they would hold at 3 per cent. If the basic 
forces of demand should increase, the capacity of 
the monetary authorities to manage the liquidity 


of the public would be much more difficult. 
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I might repeat some of the experience of 
the 1930's. In the 30's the United States created 
so much liquidity that it became a burden in the 
1950's. The great increase in liquidity in the United 
States was due primarily to the inflow of gold. On 
top of that the commercial banks bought large 
amounts of government securities in the depression. 
That combination brought about the big increase 
Teen DULL ys 

The credit created by the Federal Reserve 
was insignificantly pero in; say, P9400 than it 
had been in 1934. This did not seem like too much 
liquidity at that stage, and bill rates were 
about one and a quarter per cent and interest rates 
on government bonds were 3 per cent. But in a 
different environment in the 1950's when real demand 
was very great that liquidity became unmanageable 
for the monetary authorities, 

All things considered, I would say the 
task of the monetary authorities would be more 
difficult if the rate of interest with which 
they must work is 3 per cent rather than 4 per cent, 
and even more difficult if it is 2 per cent rather 
than 3 per cent. 

I think, by the same token, the capacity of 
trade union leaders to take a reasonable view of 
wage policy is probably also more difficult at a 
2 per cent average wage increase per annum than with 


a 3 per cent increase. This is all on the domestic 


side. 
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Then, on the international side, 

as we have no reason for thinking that the relationship 
of wholesale prices to the cost of living would 
be the same in all countries, you would be building 
in, as it were, a distortion in the relationship 
of import-export prices in different countries. 
That would have to be offset by minor deviations 
in the stability of the cost of living, to avoid 
adverse international deviations in export-import 
prices. 

COMMISSIONER GIBSON: This leads 
us to the broader question of whether you see any real 
conflict between full employment and reasonably stable 
prices. You, in effect, say: no, not with the kind 
of objectives you set out. 

MR. BERNSTEIN: Mr. Gibson, these are 
quantitative things. In a country like Canada or 
the United States we are very content with having 
unemployment seasonally adjusted in the best months 
of a cyclical expansion at around 4 per cent of the 
labour force. As we have a very generous test of 
unemployment in the United States and Canada this 
is really equivalent to 2 per cent in the United 
Kingdom, because their method of computing unemployment 
is quite different from ours, They are there very 
cautious about calling anyone unemployed, whereas 
we are very bold. 

COMMISSIONER GIBSON: You say that 
our system is very much the same as yours? 


MR. BERNSTEIN: Yes, your system is very 
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much like ours; and the European systems all have 
a common pattern too. This fact probably grows 

out of their sociological structure. We had 
unemployment statistics before we had unemployment 
insurance; and they had unemployment insurance 
before they had unemployment statistics. 

They link unemployment to two things. 

A person has to be employed at some stage before he 
can be unemployed; and no youngster looking for his 
first job is ever classed as “unemployed” in England. 
Secondly, the worker must come down and register at 
a labour exchange and be prepared to take any 
reasonable job that is offered to him. 

In the United States we merely ask, “Are 
you unemployed and looking for a job?" and all he has 
to say is, "“Yes,"and we then class him as “unemployed", 

A test made in Sweden showed that this 
results in a difference of roughly 2 per cent in the 
unemployment rate so we must not be frightened by 
the fact that in England and on the Continent 
generally their definition keeps unemployment below 
2 per cent while with our definition of "unemployment" 
the equivalent would be around 4 per cent. 

If we had about a 4 per cent unemployment 
rate at the cyclical peak and, say, 6 per cent 
unemployed for a very short time at the cylical 
low, my guess is that we would have no trouble 
whatever, in the present environment and the one I 
project for the future, in avoiding a tendency for 


a rise in the index for wholesale prices of 
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domestically produced industrial goods. I do not see 
any conflict between a high level of employment and 
price stability in Canada and the United States. 

When the Europeans have less inflationary pressure 
they will not have a conflict either. 

COMMISSIONER GIBSON: Coming back to your 
Statement about there being otherobjectives to monetary 
policy than this one, you referred to there being long 
periods when the forces of expansion are not as strong, 
and you say that in those circumstances it is appropriat 
that monetary policy should facilitate the creation 
of sufficient demand to stimulate the use of idle 
resources. This is quite unexceptionable in a general 
way, but what happens when this kind of situation 
4s combined with either a real or potential balance 
of payments problem? We now face a real one and you, 
perhaps, face a potential one. 

MR. BERNSTEIN: Maybe both are exaggerated. 

COMMISSIONER GIBSON: Possibly, but ours 
is not a figment of the imagination. 

MR. BERNSTEIN: Nor is ours, but they 
are exaggerated and the problem will, in tact; be 
solved both in Canada and the United States; I am 
confident of that. 

Let me see if I can answer Mr, Gibson's 
question which is, in a certain sense, the key to the 
problem of reconciling domestic and international 
objectives of monetary policy. 

The United States and Canada had a very 


4g rate of growth from 1946 to 1955 or 1956. 
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1 This rapid rate of growth was largely due to the fact, 

2] excluding excessive liquidity, that real demand was 

3 exceptionally large because of the carry-over of a 

4 big depression and war-generated deficiency in 

5 consumer durable goods, plant and equipment and housing, 
6 In the United States we reached a secondary trend 


peak in the expenditures on consumer durable goods -- 


8 particularly for automobiles -- in 1955. In Canada 
9 you reached the same peak at about the same time. 
10 


But while this peak was reached and demand was 

11 declining we had a continuously growing investment 
12 in plant and -equipment. In the United States that 
13 reached its peak in 1957; in Canada it reached 

14 its peak in 1956. Did I say that Canada reached its 


15] peak in 1956? 


16 THE CHAIRMAN: Yes. 
17 MR. BERNSTEIN: It is 1957 for plant and 
18 equipment investment -- the same year in Canada as 


19] in the United States. 

20 After such investment reached its peak, 

21 Canada and the United States still had a rapid rise 
22 in residential construction. You reached your peak 
23 in residential construction in 1958, and we reached 
24 our peak in 1959. 

25 Both countries have been suffering from 

26 the fact that these three high output sectors of 

27 the economy have been unable in 1962 during a cyclical 
28 expansion, to reach the peak in dollar amount -- not 
29 just in volume, but in dollar amount -- that they had 


: reached, seven years before for consumer durable goods, 
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five years before for plant and equipment and three 
or four years before for residential construction, 
This is the problem that confronts us now. 

I regard the present as an interval between 
rising tends for these forms of expenditure and invest- 
ment. I feel reassured in this view by the fact 
that we already see the automobile demand exceeding 
the previous peak in Canada. In the United States we 
may expect to exceed the previous peak in the demand 
for automobiles in the next cycle. 

I expect that the United States and Canada 
will, once again, start an upward trend in plant 
and equipment expenditures in the expansion phase of 
the next cycle. But I do not think that residential 
construction, in the United States, in any case, will 
be back on a rising trend for a few years more. 

We had a very rapid growth trend in 1956 
or 1957; then this period of slower growth we have 
now. We may expect a more satisfactory rate trend 
again about 1964 or 1965. I am confident this will 
work out. Neither Canada nor the United States has an 
economy which is going to stagnate. That is not the 
trouble we are in; and it is not a proper diagnosis 
of our difficulties. 

The United States has a balance of payments 
problem which is largely the consequence of the 
slowness of adjustment of national realities to a 
changed world economy. There is no reason why we 
should not have dealt with this balance of payments 


problem before, but we kept assuming Europe was weak, 
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with the result that we were more than a little Staggered 
to realize that it is an extremely powerful economy 
with a strong competitive position. The United States 
balance of payments problem is caused largely by 
political factors -- our aid and military expenditures. 
Something can and is being done about that. Beyond 
that, we have gone through a period of exceptional 
capital outflow, specifically related to making good 
the deficiencies in U.S. foreign investment in the 
1940's and 50's. I believe the United States is already 
past the peak of that. So I am rather optimistic about 
the United States balance of payments. 
But even though I am optimistic about both 
these problems -- the one which makes the world afraid 
of the dollar, and the other, which conjures up 
continued large-scale unemployment -- the plain fact 
is that a country can have a balance of payments 
deficit in a period when it has considerable unemploymeny. 
For that, what should we do? I hold that during 
such a period the monetary authorities must make credit 
easier, not as much as they would if there were no 
balance of payments deficit, but definitely easier, 
I would bring short-term interest rates down, if they 
were 4 per cent to 2 per cent, or 2; per cent ina 
recession. And if there is a balance of payments 
problem during a period of high employment , I would 
expect the monetary authorities to avoid extremely 
high interest rates. In short, I would have all 
countries keep their monetary policy within reasonable 


limits but flexible in order to deal with the 
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1 employment problem, 
2 If the United States and the United Kingdom 


3 Will limit the adjustments in interest rates in response 
4 to cyclical fluctuations in production and employment 

5 to this hypothetical range of 2 to 2) per cent at 

6] the bottom of the recession and 4 or 43 per cent 

7 at the peak of the boom, then, any consequential 

8 capital outflows coula be met from special resources 

9 available for that purpose. I do now ask countries 

10 to give up a.flexible monetary policy: I ask them to use 
11 it within this range. In my opinion, monetary policy 

12| will give nine-tenths as much response between 2 per 

13 cent and 44 per cent for short-term money as between 

14 1 and 6 per cent, It is the 6 per cent short-term 

15 rate and the 1 per cent rate that is dangerous. 

16 In this range, if there were capital movements, I would 


17 deal with them by having special resources. 


18 COMMISSIONER GIBSON: You say, the short- 
19 term range --- 
20 MR. BERNSTEIN: This is for the United States; 


21 it would have to be higher for Canada. 


22 COMMISSIONER GIBSON: -- this would be 

23 sufficient to bring about the adjustments in wages -- 
24 that is, the lower increase in wages which you 

25 desire and say is essential in the process of 


26 adjustments? 

27 MR. BERNSTEIN: No. This will not act 

28 on the wages yet. 

29 I thought we started with the assumption 


0 that we have a cyclical movement in production and 
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employment, and we want to know how much we are going 
to be hampered by balance of payments problems. 

COMMISSIONER GIBSON: But you said that 
in the process of expanding it was necessary to have 
wages rise less rapidly? 

MR. BERNSTEIN: Yes. This is a separate 
problem which happens to be running concurrently 
during a recession, though it will continue during the 
recovery too. That isto say, the balance of payments 
may be weak if you are in balance only in the 
recession. You may then have a large deficit in the 
expansion period. To deal with that problem the 
community must find a way of keeping wages from 
rising as much as the increase in productivity. 

This means that if wages would otherwise have risen by, 
say, 15 per cent over a five-year period or 10 per 
cent over a 3-year period, that being the increase 

in productivity, it would be necessary to hold the 
wage rise down to 10 per cent over five years or 

7 per cent over three years. This is an the assumption 
that countries are aware that they must not let their 
balance of payment get so much out of order that it 
takes radical measures to deal with it. This creates 
a problem, not only in a recession, but even as to 

the restrictiveness of the monetary policy that 

must be applied during an Be Ouse ton: I would say 

that such an economy will begin to feel pressures 

on home employment in two places. The export 
industries will not be exporting as much, and if that 


is so you will have a little more unemployment in these 
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industries. In the import-competing industries you 
have the same problem. And it is a serious problem 
where growth has been running at 3 per cent a year 
and it is discovered that there is a tendency toward 
a balance of payments deficit. Then instead of having 
4 per cent unemployment at the peak of the cycle, it 
may be necessary to let unemployment be a little more 
than that. You would hope that the export and import- 
competing industries will become so alerted to the 
necessity of remaining competitive that businessmen 
and wage-earners will take a slightly more cautious 
attitude towards wage increases. 

I would not say to the monetary authorities 
of a country like the United States or the United 
Kingdom, "You have a balance of payments problem. Do 
not pay any attention to unemployment. The dollar and 
sterling are, after all, something sacred, and we must 
not let the balance of payments be out of order." I 
would say, "Deal with your balance of payments problem 
as best you can, but deal with it promptly, bearing 
in mind that it is undesirable to press too heavily 


on the domestic economy." 


When interest rates are set too high 
pecause of a balance of payments deficit, it hurts 
the domestic economy and it hurts other countries. 
I believe that it was a serious mistake for the 
United Kingdom to put bank rate at 7 per cent. 

Mr. Leaf once said that 7 per cent in London would 
bring gold from the moon. The trouble is that 7 


per cent also prings gold from the United States and 
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I don't believe that is a reasonable way to deal with 
a balance of payments deficit in the present world. 

In the interests of the United Kingdom 
and of the United States and of the world economy, we 
have to develop a policy in whicn the cyclical movement 
of interest rates would be in a somewhat narrower range. 
If there are still some capital movements as a 
consequence of relatively low interest rates when there 
is unemployment, we can deal with that through special 
resources available for that purpose. If a country 
has a balance of payments deficit at such a time, and 
its own reserves are inadequate, there will be the 
special measures of the I.M.F. available to help 
it. . But a country does not neglect a balance of 
payments problem because it has unemployment or neglect 
the employment problem because it has a balance of 
payments deficit. This does require a country to be 
alert to its balance of payments and to avoid letting 
it reach a critical stage. 

COMMISSIONER GIBSON: When you say deal 
with the balance of payments problems as best you 
can and don't use your monetary policy to solve 
the balance of payments problem, uoes this imply 
that you take certain direct measures with regard 
to your balance of payments problem, is that ,correct? 

MR. BERNSTEIN: I would only take direct 
measures in an emergency. 

COMMISSIONER GIBSON: What do you mean, 


to deal with it as best you can? 


MR. BERNSTEIN: You can use fiscal policy 
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to some extent. I was thinking of this; if you 
have a period of unemployment and the balance of payments 
problems is not critical, then let unemployment at the 
peak be 65 per cent instead of 6 per cent and let 
it fall to’ only Fe"Anstead@ of a per’ sent "+ This-extra 
one-half per cent of unemployment would hold down 
the pressure of wages. I am not in favour of keeping 
5 or 7 per cent unemployment steadily until the 
balance of payments problem is solved, Then a 
moderately restrictive monetary policy, reinforced 
by. fiscal policy, will give the extra margin to take 
care of the balance of payments problem. That will 
be enough if the balance of payments is not critical. 
In the kind of world in which we live countries must 
not neglect their balance of payments problems too 
long. If they deal with them in good time, moderate 
corrective action will correct the balance of payments 
difficulties. In the world I foresee, we will not 
have so much distortion in international payments 

that it cannot be dealt with reasonably well through 
moderate monetary measures reinforced by other 
measures such as fiscal policy. 

COMMISSIONER BROWN: Is this range of 
2 per cent to 4 per cent on interest rates a sufficient 
differential to be effective, particularly in the 
periods of high corporate SoG 
MR. BERNTSTEIN: I don't think that 

corporate income tax has quite as much effect as 
people think on the role of interest rates. With 


50 per cent income tax rates, a company that makes an 
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investment and borrows the money can charge half 

that as an expense and if it has a loss on the 
investment it can charge that off against other income. 

With the 50 per cent income tax rates 
we have another scale of measurements to which all 
the inter-relationships respond. The response to 
interest rate differentials caused by high income 
taxes is not very different after the high taxes have 
been in effect for some time. There are marginal 
places where the effect of interest rates is uneven 
because of high tax rates. Nevertheless, the economy 
will respond considerably to changes in interest rates 
between 2 and 4 per cent. I believe that the effective- 
ness of interest rates depends considerably on whether 
people think the present rates will last and how they 
compare to what people are accustomed to think of 
as normal rates. So that it is the relationship 
between interest rates that counts rather than the 
absolute level. 

COMMISSIONER BROWN: Will this range 
be sufficient to effect the availability of money? 

MR. BERNSTEIN: Oh yes. 

COMMISSIONER BROWN: Which do you think 
Will be the most important point, the availability 
or the increase? 

MR. BERNSTEIN: Probably we can oer 
a distinction between the two, and I have found some 
illustrations of how to show the difference, The 
availability would be the more important. Let me show 
you what has happened in the United States, 


In the United States we have had in 
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this cycle a unique monetary policy. There had 
not been such a monetary policy in the post-war 
period. This policy has provided, during a period 
of expansion, a positive level of free reserves; 
that is to say, excess reserves held by the member 
banks of the Federal Reserve System above their 
borrowings from the Federal Reserve Banks. The level 
of free reserves is now considerably higher than 
has ever prevailed in the United States in a cyclical 
expansion since 1949. This went along with a et per 
cent interest rate on Treasury bills when free 
reserves were about $500 million on a daily average 
basis. When it was decided to let the bill rate rise 
to 2-3/4 or 2-7/8 per cent, the Federal Reserve 
reduced free reserves from $500 million to $300 million. 
We will go through the whole cycle without any 
net indebtedness from the banks for the first time 
in any expansion since 1949. This is a new policy. 
You can get plenty of availability of credit nowadays 
at a 2b per cent bill rate, It was just as available 
in this cycle when the rate was 2} per cent on treasury 
bills as it was in 1958 when it was down to four-fifths 
of one per cent. There was no difference in the 
availability, but there was a difference in the 
interest rates. 

COMMISSLONER GIBSON: Would you care to 
say a word about the Canadian situation in this 


context? You have given us a very interesting analysis 


of the American picture. 


MR. BERNSTEIN: On employment or 
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production? 

COMMISSIONER GIBSON: In relation to the 
balance of payments as you did in the United States, 

MR. BERNSTEIN: First I want to tell you 
that the U.S. balance of payments is, in my opinion, 
well on the way to solution. In correcting the 
U.S. balance of payments it will turn out to be that 
the big immediate factor will be the change in capital 
movements, but other net payments will also decrease, 
The Defence Department has taken steps to persuade 
our allies in Europe to make off-setting expenditures 
in the United States equivalent to our troop expenditures 
and the United States has commitments from most of 
our aliies,to do this. In vous two or three years, 
instead of having a deficit of $3 billion from overseas 
aefence expenditures, net payments will be down to a 
billion dollars or less. Aid is another drain on the 
U.S. balance of payments. Under the Marshall Plan aid 
money could be spent anywhere. That is being changed. 
Now more than 80 per cent of the aid money will be 
tied to purchases in the United States. This will 
have an important effect. On top of that, a radical 
change is already taking place in the capital outflow, 
although people are not generally aware of it. 

Take the two major types of capital 
flow -- long-term direct ee and short-term 
liquid funds. Immediately after the war U.S. companies 
began to re-construct their own plants abroad. They 
did not increase their expenditures to any considerable 


extent and particularly not with new funds of their own. 
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After a time, having decided that the postwar world 
was not all bad,. they began to increase direct 
investment in Canada. 

This was followed by large direct 
investment in Latin America, It wasn't until about 
1955 that American companies began a period of rapid 
investment in Europe. I don't know whether the peak 
of new.U.S. funds going intoi direct investment in 
Europe will be reached this year or was reached last 
year. In any case, as U.S. direct investment in Europe 
is flattening out, the total is going down. I expect 
U.S. direct investments in the next five years will be 
Geclining slightly until, at the end of five years 
or six years they will be around $400 million a year 

less than at the peak -- say, down from around 
$1.7 billion to $1.3 billion a year. This is best 
explained as a matter of restoring the position of 
the U.S. in the world as an investor. At the end of 
1961, the proportion of U.S. direct investment in 
manufacturing by regions -- Europe, Canada and 
Latin America -- was about the same as in 1929 and 
1936. Now that we have made good our deficiency, the 
total of new funds going into direct investment abroad 
is declining. 

Precisely the same thing is true with 
our liquid funds, particularly — by U.S. banks. 
Our banks were very reluctant to increase their lending 
to foreigners outside Canada, until about 1958. In 
that year they came to the conclusion that there was 


a lot to be made by lending abroad and in the three 
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years, 1959, 1960 and 1961 our banks increased their 
foreign loans by nearly $3 billion. The normal rise, 
related to the business they do in the world, should 

have been about $300 million or $400 million a year. 

In 1961 they increased their lending by $1.4 billion 

in one year. 

I think U.S. banks have also reached the 
level of credits they want to have abroad, and in the 
first six months of this year they have increased 
their lending by only $220 million. The decline in 
capital outflow this year will be substantial and 
there may be a further decline next year. For this 
reason I would expect that U.S. payments will be 
coming into balance very soon. 

COMMISSIONER GIBSON: You can see a saving 
over the next three years of perhaps $3 billion? 

MR. BERNSTEIN: Yes. In fact, we will 
have a surplus if you give us three years' time. 

This is without discussing the question of whether 

the competitive position of the American economy isn't 
likely in the long run to show greater strength than 
that of some of the European countries. I am not 
ready to write off the productive efficiency and 
technology of the United States and Canada in relation 


to Europe. 

Despite this, we may have anath1ew or 
gold from the United States after the balance of payment 
is in order, because during this period of deficit some 


of our friends accumulated more dollars than they want. 


If the U.S. gets to be a surplus country again 
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the inducement to convert dollars into gold will 
manifest itself once more. I wish I could say that 
the Canadian payments problem will be as easy to solve 
as the U.S. problem. As our payments position improves 
yours will, too. Some of the forces acting on the 
balance of payments are the same. If your payments 
problem were merely a question of keeping your over-all 
accounts in balance, it would not be as serious as 
some people think; but I have the feeling that the 
Canadian balance of payments is part of the structural 
adjustment problem that this country must meet. 

It is undesirable from the point of view 
of economic policy for a country like Canada to have 
such a higher level of capital inflow in 1962..compared 
to 1950. You are financing more of your gross 
investment from foreign funds now when your output 
is 25 or 30 per cent higher in real terms than it 
was then. ° In my opinion if you do not increase 
the export: sector or enone economy and decrease your 
dependence on capital inflow, your problem of 
maintaining a high level of production and employment 
will be more difficult to meet. 

It is not a question of whether you will 
be able to balance your accounts; you will always 
be able to patari¢e your accounts because you can 
induce the capital inflow to do it, But I think you 
will have much more difficulty in maintaining a high 
level of production and employment in the next five 
years with this level of capital inflow than you 


would have at a low level of capital inflow. 
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THE CHAIRMAN: We willadjourn now for a 


few minutes, 


--- A short recess, 


COMMISSIONER MACKINTOSH: Mr. Bernstein, 
I would like to intervene in this discussion of inter- 
national matters and go back for a moment to your 
objectives, specifically the stability of the exchange 
rate. Your argument, as I understand it, is that 
a Stable exchange rate helps domestic stability more 
than a floating exchange rate? 

MR, BERNSTEIN: Where the stimulus to 
instability originates at home. 

COMMISSIONER MACKINTOSH: Yes, and 
is this entirely because the floating rate is likely 
to create price movements? 

MR. BERNSTEIN: Not merely that. That 
is part of it. It creates price movements that you 
do not want. But my preference for a fixed rate 
is based largely on its cyclical effect on production 
and employment. The fixed rate is contra-cyclical 
in its impact on unemployment. In a period of 
recession exports will increase, and so the 
current account will improve with a larger surplus 
or a smaller deficit, and that will aid employment. 
In a boom there will be the opposite effect. Imports 
will rise relative to exports. The current account 
position will deteriorate slightly, but this is all 


to the good in stabilizing cyclical fluctuations 


in production and employment. 
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Now, a floating rate is neutral on the current 
account side of the balance of payments. It does not 
intensify your recession, but it does not alleviate 
it. As between having a neutral policy and one 
which acts to give you more employment in a recession 
and to hold back the strain of full employment in a 
boom, I would rather have the contra-cyclical type 
of behaviour. This is apart from the fact that 
a fluctuating rate tends to exaggerate the cyclical 
movements in prices, 

COMMISSIONER MACKINTOSH: I followed your 
exposition of the distinction between the operation 
of the gold standard and the operation of the 
International Monetary Fund rules. Does not the 
thinking of the Monetary Fund, in some degree, 
contemplate the control of capital movements in the 
sense that with control of capital movements there is 
an opportunity to consult if there is a fundamental 
Gisequilibrium? If your capital market is completely 
Open and a th <a ia at disequilibrium emerges, are 
you not likely to have a fairly catastrophic situation? 

MR. BERNSTEIN: It is true that when the 
Bretton Woods een, was being discussed some people 
objected that the Fund was designed to control capital 
movements. The Fund agreement says that a country 
may not control current transactions except with 
the approval of the Fund, but that it may control 
capital transactions as it pleases, and then it gives 
the case where a country having made great use of 


che Fund resources may be requested by the Fund, 
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as a condition of further use of fund resources, to 
control capital movements. I do not know of any case 
where the fund has actually asked anyone to do that. 

It is true, that with convertible currencies 
and freedom of exchange transactions it is very difficult 
to avoid capital movements. I think it is probably 
true that if a country lets its balance of payments 
drift away from the proper position, the world may 
come to the conclusion that the balance of payments 
is seriously out of order, and that the country does 
not have the capacity to restore it. There may 
then be some very large capital movements. But if 
the monetary authorities are alert to the problem, 
they will be aware of the need to take remedial 
measures long before the rest of the world. I do not 
think we need be nearly so concerned about the 
possibility that with fixed exchange rates there will 
be massive capital movements when the balance of 
payments is weak. It has been my opinion for a long 
time that there can be massive exchange movements 
with floating exchange rates too. 

COMMISSIONER MACKINTOSH: In fact, how 
many countries in the world do not permit completely 
free capital movements? 

MR. SERNSTELN: Do you mean for their own 
nationals or for non-residents? One must isake be 
distinction. In the great trading countries non- 
residents are practically free to move their funds 
On the other hand, residents are not 


as they wish. 


free to do so in some countries, In the United Kingdon, 
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because of the great discipline of the people, 
unauthorized capital movements to countries not in the 
sterling area are probably not large. But there is 
some unauthorized movement of funds out of the United 
Kingdom. Non-sterling area residents are completely 
free to move their liquid funds out of the United 
Kingdom. Investments in securities can be transferred 
only through security sterling, although this is not 
a serious limitation. 

COMMISSIONER MACKINTOSH: Over the last 
two days both Dr. Holtrop and Professor Lundberg 
explained the situation in Holland and Sweden. 
Apparently those countries exercise considerable 
control over the movement of funds by their residents, 
although Sweden and the Netherlands do permit quite large 
movements of short-term funds. 

MR. BERNSTEIN: I think, Dr. Mackintosh, 
that the United States may sometime find it helpful 
to exercise moral suasion on some types of capital 
movements. Anybody that wants to move capital would 
be completely free to move it. But I see no reason 
why the Federal Reserve Bank of New York should not 
say to the New York banks: “Do you not think your 
foreign lending is a bit high in view of the balance 
of payments?", just as they may now say: "Do you not 
think your lending is too high in view of the } 
state of the domestic economy?” The same would be 
true of the investment banks. I can see no reason 
why the Federal Reserve Bank of New York, without 


applying any law, could not say to the investment banks: 
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"We know there is a lot of profit in this foreign 
issue, but do you not think it would be better to put 
it off until another time when the balance of payments 
is stronger?" 

COMMISSIONER MACKINTOSH: Do you not 
think they would reply in the way Vanderbilt, I think 
it was, replied: "6 per cent talks louder than 4 
per cent", 

MR. BERNSTEIN: I think they would give a 
soft answer, although they might not change their 
practice. As a matter of fact, I think they would 
be susceptible to the proposition that the public 
interest in a question like this must be given great 
consideration. 

We are not at that stage. I do not see 
this.as a question of capital control. I see this 
as a use of the instrument of moral suasion in 
the field of foreign exchange policy, particularly as it 
refers to capital flow, in the same way as I look at 
moral suasion on the domestic credit side. I do not 
see anything wrong in the monetary authorities 
indicating that in their judgment capital outflow 
or inflow is too big or too small. There is nothing 
wrong in that. It is an expression of an official 
view of the behaviour of the economy, and the 
desirability of people adjusting individual behaviour 
to what would in the long run be more desirable for 
the economy as a whole. 

COMMISSIONER MACKINTOSH: We get in our 


evidence quite a strong reaction against moral suasion 
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from both Canadian and American witnesses, who say: 
"Set the rules and conditions, and let the market 
operate." 

MR. BERNSTEIN: I am not really very much 
inclined to it myself. I was just saying that there 
is nothing wrong in it. I think on the whole the 
trouble with moral suasion, as with many other things, 
is that the incidence is so uneven. The thin-skinned 
fellow is easily persuaded, and the thick-skinned 
fellow goes right ahead with what he is doing. 

COMMISSIONER MACKINTOSH: In your section 
on foreign exchange policy you give a very clear 
exposition of what you think an appropriate balance 
of payments is. There is rather less explanation of 
the problems involved in changing from one appropriate 
balance of payments to one which has now become 
appropriate. 

MR. BERNSTEIN: There are two different 
aspects of the balance of payments. Suppose that 
over-all payments on current andcapital account are 
in balance in the year 1956. Now in 1962, the over-all 
balance of payments may show a surplus or deficit on 
current and capital account. 

The second problem may be different. You 
may have a balance of payments which is appropriate 
for the year 1956 in which the current account deficit 
is, say, $300 million, and the net capital inflow 
is also $800 million. In 1962 you may think that 
the economy requires a different structure in the 


balance of payments; that you require an appropriate 
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1 balance of payments in the sense that payments and 

2 receipts balance with a smaller capital inflow. 

3 Both of these, in a sense, are problems. 

4 The second is not so much a balance of payments problem 
5 as an economic problem, You meant the first one, 

6| Gid you not, Dr. Mackintosh -- you meant moving from 

7 an over-all surplus to a deficit and then back to an 

8 Over-all surplus? 

9 COMMISSIONER MACKINTOSH: Yes, but I 

10] would think the two are not. so distinct. I think 

11 where you have changes from one set of circumstances 

12 to another you will always have structural difficulties 
13| because your structure is likely to be appropriate to 
14 the former set of circumstances and lag a bit. I must 
15 say that I am a little distrustful of putting things 

16 on structural difficulties. It is»real enougno,, but all 
17 changes involve structural difficulties, 

18 MR. BERNSTEIN: Yes, sir, but I was 

19 thinking that the structural difficulties are much 

20 greater in the one case than in the other. I do not 

21 think we want to get rid of this problem by giving 

22 it a name. I would rather discuss the question. 

23 COMMISSIONER MACKINTOSH: Yes. 

24 MR. BERNSTEIN: If a country like the 
25 United States has a balance of payments deficit which 
26 originated from the fact that the growth in its exports 
27/1 has been a little bit less than the growth of its importg, 


28 then the problem of change is going to be a relatively 


29 minor one. It can be overcome in the course of three 


30 or four years because what is required is a holding 
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down of our costs relative to those of the United 
Kingdom, Germany and Canada who are all competitors. 
In the course of three or four years we may with a little 
more cautious credit policy and budget policy restore 
our competitive position. 

When you want to change from a balanced 
payments position with a current account deficit of 
$800 million and a capital inflow of $800 million to 
one of a deficit current account of $400 million with 
a Similar capital inflow, you are not trying to 
restore a previous level of exports by a small change 
in relative prices; you are trying to move on a large 
scale permanently to a new. relationship of exports to 
imports and of home savings to investment...I suppose 
the real answer is that with respect to oniceeyn thesé 
problems you are going to adjust in two or three 
years, and for the other one you may take ten or fifteen 
years. 

One balance of payments problem you have 
to correct rether quickly, and the problem of adjustment 
need not be very difficult. The other one involves 
a great change in your domestic sconomay, but a change 
that you can undertake in a gradual way by adjusting 
monetary and economic policies of a more far-reaching 
character, This'is why the second type of payments 
problem will be a longer range problem and probably 
a more difficult one. 

COMMISSIONER MACKINTOSH: And you imply 
that the appropriate monetary and fiscal policy in the 


second case would be a mildly restrictive policy? 
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MR. BERNSTEIN: It is not merely restrictive; 
it is more complex than that. When you want to change 
the structure of the balance of payments to reduce 
dependence on capital inflow,you do have to hold back 
the increase in wages relative to productivity and 
you may have to do that for some time. But you 
must take other measures to increase domestic saving 
and to discourage borrowing abroad. 

To improve the over-all balance of payments 
you hold back the rise in wages and increase interest 
rates. To change the structure of the balance of 
payments, with more exports and less capital inflow, 
it is necessary to hold back the increase in wages 
to encourage exports. Butpii Lsvalse necessarycio 
hold down consumption through taxes and a budget 
surplus. and to ease credit with lower. interest rates 
to encourage borrowing at home. The two policies will not 
be exactly the same. 

COMMISSIONER LEMAN: Mr. Bernstein, before 
Dr. Mackintosh leaves this subject may I say that you 
refer quite often in your notes to being able to keep 
that relationship, or trying to bring about that 
relationship between the rise in wage rates and the 
increase in productivity. I am wondering if the 
measurements are quite as easy as you make them sound. 

MR. BERNSTEIN: No, sir, they are so 
hard that I do not bother measuring them av all. Instead 
I use what might be called objective indications. it 
is hard to go about measuring the rate of increase in 
productivity, even if we could define it, and also 


the rate of increase in wages, if we could define tha». 
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It is not very difficult to define a 
rate of increase of wages in any industry, but it is 
very hard to define the increase in wage rates in an 
economy, So I do not use that. I do not measure then. 
I do it qualitatively. 

Suppose exports have been falling steadily 
relative to imports and that this is not due to 
excessive aggregate demand because this is a nornal 
amount of unemployment: there may be special reasons 
why exports are falling steadily relative to imports; 
but if there are no Special reasons, 


with the presumption that one of two things ha 


Ul 


happened. Either a country has permitted its 
competitive position to become adverse, or reciprocal 
demand rer’ exports and imports*has changed. “Ir 
prices have risen too much, relative to those of 
Other countries, then the competitive position has 
deteriorated. If that has not happened, then we must 


at es 
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conclude that relative demand for exports and ilpo 


has changed. But we do not actually have to have 
precise diagnosis because the remedy is going oO be 
the same, and that is to slow down the rise in vases. 
Now, the question is: How 
tHe “vise in wages? There are only 
a country can slow down the rise in wages. One Way 
is to make the inducement to hold out for wave Iinesca: 
a little bit less than it was before, and-that means 
there must be a little more pressure on the export tx. 


import competing industries. snrovli Uouple, 
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1/ labour in the export and import competing industries 

2} to feel the pressure. for jobs: and adjust their 

3 bargaining for wages to that. 

4 The other way would be for the government, 

5 in one form or another, to exercise some kind of 

6 influence on the willingness of workers to bargain 

7 for wages and businessmen to consent to wage increases, 
8| so that there will not be excesses, 

9 When we see the balance of payments on current 
10 account deteriorating, and a substantial deficit 

11 continuing for two or three years, without having 

12 specific reasons for the decrease in exports relativé 
13 to imports, then we know that either the competitive 

4 position has deteriorated or the reciprocal demand 

15 has changed adversely. It may be that the Europeans 
16] or Japanese are supplying more of a country's export 

17 goods than they did before. We can try to determine 
18 the causes by looking around, but I do not think we 

19 can precisely measure them. We only approach the proper 
20 solution slowly. We hold wages down for a year or 

21 two. We are not trying to prevent a rise in wages 

22 in a country with increasing productivity, but we 

23] would like it to be a little more moderate. If we 

24 find improvement after a year or two, the wage 
25 rise can be resumed at the normal rate. This is a 

26 method of approximation. 
27 COMMISSIONER MACKINTOSH: You do not favour 
28 them taking a figure for annual increase in the money 
29| supply and sticking to it? 


30 MR, BERNSTEIN: I do not believe , Dr. Iackinvop, 
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that it is possible to achieve, year after year, 

or even averaging over a few years in a longer period, 
an annual average increase in the money Supply roughly 
equal to the increase in, say, the Gross National 
Product. The monetary authorities cannot achieve 

it because the public's preference for liquidity, 


for assets in other forms, will be changing in this 


period. People have been criticizing the Federal 
Reserve because the increase in the money supply 

has been negligible over the past two years. But as 
the Federal Reserve kept pouring more funds into the moneta: 
System the public decided they wanted to put these funds 
into savings or time deposits, and much of the funds 
that did not go into such deposits went into liquid 


assets abroad. The result of the effort to get more 


cash balances in the hands of the public -- an increase 
in the money supply -- was to get a slightly larger 
capital outflow and a much larger increase in savings 
deposits. If the U.S. monetary authorities try to 
inerease the money supply much more, they are going 

to’ find that, in fact, they will have very little 
effect. I cannot see any good reason for making a 
specified increase in the money supply, the objective 


of monetary policy at this time. 


The real question is whether any. business 
prepared to employ labour is unable to do so merely 
because credit is not available? If there is such a 
business or firm in the United States, we want to find 
out why they cannot get the money to employ labour now. 


I am not concerned with whether the money supply is 
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a little less or a little more over a short period. 
For a longer period the money supply cannot grow 
Significantly less than the Gross National Product 
without forcing on the economy a higher interest rate. 

Under present circumstances U.S. interest 
rates are sufficiently attractive, low as they are, to 
induce an adjustment of money supply to interest 
rates in the short run. If the monetary authorities 
try to increase the money supply much more, people 
will use the funds to increase savings deposits, 
not cash. In the long run, if we fail -to, get..an 
adequate increase in the money supply it will be a sign 
that monetary policy is not suited to the needs of 
the economy, and it will bring increased interest 
rates. I would not make the short run behaviour 
of the money supply a. signifieant test of good 
policy. 

THE CHAIRMAN: I want to go back for a 
moment to what you said about the structural adjust- 
ment that would be necessary eventually to solve the 
balance of payments problem. As I understood it, 

I think that applies to this country. You mentionec 
a lower interest rate as one necessary step. Aml 
right about that? 

MR. BERNSTEIN: Yes, sir. 

THE CHAIRMAN: Over a Leng or considerable 
period? 

MR. BERNSTEIN: Yes. 
THE CHAIRMAN: I was not. quite sure whether 


your remarks a little later, about wage increases, 
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applied to this particular situation. 

MR. BERNSTEIN: Yes, 

THE CHAIRMAN: They did? 

MR. BERNSTEIN: Let me put it this way, 

Mr, Chairman, a country like Canada has high wages 
essentially because it is very productive. These 
Wage rates at the margin are slightly affected by the 
capital inflow. A big capital inflow means that 

real wages in Canada are a little bit higher 

than they would otherwise be, 

The relationship is not as complicated as 
it might seem. Prices in Canada must be related to 
wage rates in Canada, but those prices and wage 
rates, in terms of Canadian dollars, can be a little 
higher with capital inflow than without it, so imported 
goods purchased by labour are cheaper than they would 
otherwise be. That is the whole of the gain in real 
wages that wage earners get through the process of 
a larger capital inflow. This is taking the indirect 
Bedeocerepsen. inflow on the rate of investment and 
productivity of labour in the future. 

If there is to be a smaller capital inflow 
over the next ten or fifteen years, this means that 
Canadian wage rates, in terms of Canadian dollars, 
instead of rising, say, 3 per cent per year may have 
to rise 2.8 per cent per year aie average. or, Lt 
there is a bigger increase in productivity than that, 
it may be a 3 per cent increase in wages a year because 
productivity is going up, say, by 3.2 per cent « year. 


The cumulative effect of this over a period of ten or 
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ij fifteen years will be sufficient to make it possible 

2| for Canada to increase its exports relative to its 

3 imports by just as much as you want to decrease the 

4] capital inflow. Simultaneously, the interest rates 

5 will be moving down in Canada, to induce some shift 

6] to domestic finance instead of foreign finance. I do not 
7|| want to exaggerate the effect of this on every type 

8 of foreign investment. There would be some foreign 

9| investment that would be sensitive to the interest rate. 
10/ It is not a process that involves any real pressure on 
11| the standard of living. It is a gradual adjustment, 

12 in which a rising standard of living is accompanied 

13 by a change in the relationshp of wages to productivity 
14] and of interest rates to domestic savings. That 

15 I8.akl, 

16 THE CHAIRMAN: Those are.the only two 

17 important factors? 

18 MR. BERNSTEIN: I would put it this way -- 

19 THE CHAIRMAN: I was just wondering whether 
20 there are any other techniques or any other additional 
21 methods that could be introduced? 

22 MR. BERNSTEIN: Of course, you must use 
23|| fiscal policy along with this too. You must hold down 
24| the consumption of the community by a certain fiscal 
The government will have to collect more in 


25] policy. 


26 taxes than it spends on public expenditure, and because 
increase 

27| of the budget surplus there would be an/in the supply 

28 of savings in the community. This would permit lower 


29| interest rates because you would be able to satisfy 


30] the domestic demand for capital more out of domestic 
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Savings. You would have to find a way of pushing 


2 up your exports relative to your imports; but 
3 fiscal policy will have some direct effect on that 
4 


too, because whatever taxes you have designed to cut 

5 consumption relative to investment will be cutting the 
6 import of consumer goods. That is not the whole of 

7 the story, because when you are all through making 

8 the adjustments of consumption and investment and 

9| wages and interest rates relative to productivity 

10| in the Canadian economy, you want to be sure there is 
11 enough enterprise, enough technology and enough real 

12| capital to go ahead and provide thati level of investment 
13 which Canada needs for economic progress. Nothing ic 
14 gained by keeping out investment because it is forcign, 
15 unless you simultaneously increase saving and 

16 investment by Canadians. So you have to have a 

17 corresponding change on the real side ® match these 
18 monetary changes. 

19 THE CHAIRMAN: Then the whole process woulda 
20 be a gradual one? 

21 MR, BERNSTEIN: Yes, it has to be. 

22 THE CHAIRMAN: There would be no sudden 

23|| cutting off of foreign investment? 

24 MR. BERNSTEIN: It would be madness to 


25 eut off a limb of a tree which is healthy and helpful 


26| merely because you want the tree to grow in another 
27 direction, before you are sure you have the sunshine 
28 to get it to grow in that way. 


29 COMMISSIONER HARROLD: You have to maten 


wages and productivity. 
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Mr. Bernstein, you said it was very 
difficult to measure productivity, and yet in one or 
two places you have measured in terms of productivity. 
On page 3 you speak of "the high output sectors" and 
ithe low output sectors", I am interested in how 
you arrived at the general definition. 

MR. BERNSTEIN: These are works of art. 

I had a colleague named Walter Gardner, who was once on 
the Federal Reserve Board, and I brought him to the 
International Monetary Fund. He was a great elassicist 
and would not use any terms that could not be found 

in classical economics. He would talk about the rise 
of wages in coal mining matching an increase in 
productivity even if wages and prices both went up 

in coal mining. I do not like to use the term 
"productivity" to differentiate between high output areas 
and low output areas. A high output sector is a sector 
in which the money value of the output is very 

high relative to labour. That means that wages will 

be high and, perhaps, that profits will be high. 

In the United States and Canada the high 
output sectors are durable goods industries and con- 
struction, and the low output sectors are agriculture 
and some services. That is to say, the return to 
the community, in terms of U.S. or Canadian dollars, 
for the worker employed in agriculture is much ibe 
than for industry. Strangely, the increase in physical 
productivity per worker in agriculture is much greater 
between 1938 and the present than the increase in 


productivity in manufacturing. Nevertheless, if 
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you had shifted a man from agriculture to manufacturing, 
the community's productivity, as some people measure 
it, would have gone up. That is because they measure 
productivity by taking the value of the output per worker 
at constant prices. Then if more workers are employed 
in the high output sectors, like automobiles or constructi n, 
this means that productivity has gone up. This is a 
different concept from a technological increase in 
productivity. 
A good deal of the increase in productivity 
per worker in Canada and the United States, between 1938 
and 1956 or between 1946 and 1956, was the result of 
the shift in the proportion of the working force 
engaged in the high wage employment sectors. There was 
more and more shifting, year after year, to the high 
income sectors, and away from the low income sectors. 
Since 1956, productivity happens not to have 
risen so much, but that is because the high wage employ- 
ment sectors have not been growing relatively as much 


as the rest of the economy. 


Even with full employment Canada would have had 
a lower rate of growth from 1956 to 1962 because the 
output of automobiles, residential construction, plant 
and equipment -- your high output sectors -- did not 
increase total output as much as the non-durable 
manufacturing industries and poavice industries, I 
prefer the term "high output" to “high productivity" 
to describe this. 

COMMISSIONER HARROLD: It seems to me 


that a country with the percentage engaged in a sector 
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such as agriculture being reduced, and the output 

of agriculture being increased -- as in United States 
and Canada -- with the percentage being reduced to 

10 per cent of the population, that sector must have 
a fairly high output? 

MR. BERNSTEIN: Yes, if we take 
"productivity" technically -- that is, output of bushels 
per man-hour of work, or per dollar invested in 
equipment -- then by all these tests the output in 
Canadian and United States agriculture has risen 
fantastically from 1938 to the present period. On 
the other hand, it still remains true that if this 


man had been moved -- that is, a group of workers 


had been moved out of agriculture into, say, constructioi 


and if you could have kept them employed in construction 
the value of their output would have been much greater, 
even though efficiency had not increased as much 
in construction as in agriculture. The increase in 
the aggregate output of the community would have been 
larger. 

I can give you a case where wage rates 
remain absolutely the same and average wages rise. 
It is very simple. If you have two industries, one at 
$1 and one at$2 an hour and they each employ ten 
workers,their average wages will be $1.50 an hour. 
If the structure of the economy changes with Five 
workers at $1 an hour and fiften at $2 an hour 
average wages will be $1.75 an hour. This is involved 
in measurements of growth and productivity. It causes 


a lot of confusion in discussions of how efficiens 
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the economy is. 

A good deal of the increase in European 
productivity, compared to ours, is the consequence of 
the fact that they are still moving more and more of 
their labour to the high output industries. As they 
do this they approach our pattern of production 
and consumption, and their output seems to be rising 
faster because ours is no longer moving in that direction. 
In the United Kingdom expenditures on consumer durable 
goods is two-thirds of what it is in Canada and the 
United States, and on the continent of Europe it is 
even less. As their consumption and production move 
in this direction, and we no longer want to increase 
the proportion of our expenditure in the form of 
consumer durable goods, their output seems to grow 
faster than ours. If we could measure the technical 
increase in productivity, industry by industry, I do 
not think you would find their growth in productivity 
much greater than ours, although still somewhat 
greater in the past six years. 

THE CHAIRMAN: You mentioned earlier there 
was a differential between the machine-producing industries 
and the machine-using industries. Machine-using 
industries generally represent a lesser wage rate and 
a good deal has been raised, especially yesterday 
by Professor Lundberg, about movements from the 
lower wage industries into the higher wage industries, 
and that was one of the great purposes of their method 
of doing things. Well, once all the machine-using 


workers become absorbed in the machine~manufacturing 
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industries, there wouldn't be anybody to buy the 
machines, would there? 

MR. BERNSTEIN: Well no sir, I don't think 
that last conclusion, Mr. Chairman, is correct. There 
would be nobody to work with the machines, but then 
the question is do we have to have a worker work 
with the machine at all? 

THE CHAIRMAN: If you have a machine, I 
Suppose it is strictly autonomous, 

MR. BERNSTEIN: This, Mr. Chairman, is an 
exercise in pure logic, but I.-do want to get to the 
merits of your point. 

It is absolutely correct that countries 
like ourselves and Europeans really must move much 
more to the high output industries and stop depending 
too much on producing the low output goods by 
keeping out the Hong Kong, the Indian and the Japanese 
producers of these goods on the grounds that their 
wages are too low. 

This is not new; we ought to have. known 
this a long time ago. In 1945, at. the time of the 
British loan, I wrote a paper published in the American 
Economic Review entitled British Policy and a World 
Economy in which I argued strenuously that the United 
Kingdom must stop depending on exports of textiles 
and coal and get on to producing more of the high 
output goods and sell them to the world. The high 
income countries could produce more machines and sell 
them abroad on a large scale if they were content 


to take in exchange the goods produced by the low income 
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1 countries. 
2 Apart from that, we could absorb more 
3 machines in our own economy, as we do in fact. Some- 
times the point is made that technological advances 
) in the manufacturing industries are so rapid that 
6 the annual increase in output the community is willing 
7 to absorb can be achieved without any increase in the 
8 labour force in manufacturing. And the answer, Mr. 
9 Chairman, is that we certainly can have that. 
10 What is more, in the United States the 
11 increase in manufacturing output has been going on for 
12 years without any increase in the machine-workers -- 
13 I mean, the workers using machines, what we call 
14 production workers in factories. The numbers 
15 employed in production work in manufacturing are smaller 
16 than they were some years ago, and in such an economy 
17 we must make sure that other avenues of the economy 
18 are growing enough’ito provide the employment the 


19 community needs, An easy brushing off of the problem 
20 of increased technological advance on the grounds 

21 that the machinesmelcer's always create more jobs 

22 than the jobs they displace is not realistic. 1t 

23 could be true, but it needn't be true, and asa 

24 practical matter in the United States it hasn't been 

25 true over the past few years. With increased demand 

26 for output of manufacturing goods in the United States and a 
27 smaller number of production workers employed to 

28 produce these goods, there could be a difficult employ- 
29 ment problem if simultaneously the economy were not 


30 expanding to meet this development. 


som drotde bivoo ew .dadd mort dasqa | ; 


_omo2 .dost at ob ow a6 .yaromoos mwo two at eentdosm 
@eonevbs Lsolgofondoed Jsd¢ ebsm af tnfoq end asmts 
Ssdd biqer o8 ets astisdeubal galivsosTunsm end at 


| gnttliw ef ydtnummoo orld duqtve at easetont Iavans ons 


7 ect of sesetont yas twoddiw bevetdos sd nso dtoads og 
a 1M .wewans odd botA .gntuudoswasm mt sor0T ywodsl 
iat 

es dsed?¢ ovead aso ylntsdres ew dsdd el ,nsmitsedd 
=i odd eetete petianv edt at .stom al dsdW 

-| rot ao gatog aeed asd duqdvo antussostunsm at sessional 


-.~ exovtiow-snaidosm odd mt easetoat yas duodtiw, arssy 

[iso ew tsdw .eentdosm gatew axredtow edd .asom I 

axnedmun odT .eeltuotost at arexrow moldouborg 

Kdbapane exe gnituiosiunsm maf atow mottouboug ai bsyolqms 
ymonoos as dove af bas .,0gs SISSY Siok STOW yedtd ast 

a wroross sdt to eouneve tonto tedt sive odsm daum sw 
.4 odd dnemyolgme edd sbivorgq od ‘dguosio 5 SEW OE 
mefdoxq oft to tto gmidevid yeaso mA .ebsen yt Lersmmo 5 


ebomorg ont mo somevbs Isotgolondoss beasstont ‘to 


‘a 

: 

_ y j 

| - at otdetives don ak sosiqatib yedd adot ocd narit 
s ef bas ound od diabeen di dud ,ouud ed bivoo 


aesd tfdead ot eedet@ betia odd mt todtsm Lsofsosigq 


basmeb beasevont AdLW .aresy wet tesq odd tevo sust 
‘bhis eodade bed iav add cit aboog gninutostwasm ‘to tuqtue tot 


* od beyolams avexvow nokdouborg te tedmun tollsme 


i 
7 


adol esom otseto ayswis eisdem-enidosm ed? dens 
| 
. 
} 


| er jivoltibb s ed binoo stedd ,aboog ezed? sosbo1g 
| tom orew ymomoos oft yLevoonstinuuate 1k meldotq dnem 


_? 


29 


30 


Nethercut & Young - 4431 a 


Teorente, Ontari 
COMMISSIONER MACKINTOSH: To turn back to 
the foreign exchange policy as you have expounded 
it, I don't want to repeat or go over ground you 
have already covered, but as I understand it you 
recognize there may be a conflict in the choice of 
appropriate interest rates as between the external 
and the internal requirements, but that your position 
is that the conflict is reduced greatly if the movement 
of interest rates is kept within a moderate band, 
excluding both very low and very high rates, is that 
So? 
MR. BERNSTEIN: Yes, but I add another 
point to that, too, that the adverse effects are 
further limited if you have a system under which 
resources are available to meet the temporary outflow 
of short-term funds. That is precisely why I think the 
International Monetary Fund set up this special fund 
of $6,000 million, to which ten countries, including 
Canada, contributed, and on which these countries 
will be able to draw primarily to meet capital outflow. 
COMMISSIONER MACKINTOSH: You have a later 
section on international co-operation on capital 
movements, Would you care to expand that a bit 
in more explicit terms as to the kind of arrangements 
you contemplate? ' 
MR, BERNSTEIN: Well, I would say that cthe 
history of international financial operations can 


be divided into four segments over a long period 


of history. : 


There was one period in which there was no 
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co-operation because everybody was satisfied that 
the gold standard provided, so to speak, automatic 
and supreme international co-operation on monetary 
and financial questions. 

There was a period from 1930 for a few 
years when we might say that countries were destroying 
each other's monetary system by forcing an excessive 
depreciation. This may have been inevitable, 
incidentally, because the gold bloc countries, by 
continuing deflation, were causing a lot of trouble 
to themselves and the rest of the world. Then we 
come to Bretton Woods. From Bretton Woods to 1959 
we had reasonably close international co-operation, 
with the better working of the Fund and the creation 
of the European Payments Union as well as co-operation 
in other ways. I would say that from 1959 cr 1960 
to the present we have had a new era in the field of 
international financial co-operation. It seems £0 
me --- 

COMMISSLONER MACKINTOSH: Did you say from 
LODO? 

MR. BERNSTEIN: Yes, to the present. In the 
last three years a consensus has. emerged in, the 
international financial world --. including the treasurie 
as well as the central banks -- a consensus on the kind 
of policies that must be followed and the support 
they must give each other in achieving these policies. 

Let me give you some idea what I have in 
mind. The most important single step is, of course, 


the very large special fund of $6 billion to finance 
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1 capital movements created by ten countries to protect 
2 the United States and the United Kingdom primarily, 


3 but also these other countries which are financial 


aN 


centres. This is an enormous achievement. On top 


5 of that we have the collaboration of the central banks 
6 on the London gold market. When you compare the 

7 attitude that the U.S. Treasury took on the London 

8 gold market, in 1960 with the attitude today, you see 
? the great difference of the past two years. Now 

10 the United States recognizes the danger of allowing 

11 


the market to get out of hand and generate flight 

12 from the dollar to gold. Remember that the dollar 

13 competes with gold as the prime hoarding instrument 
14 of the world. These are the two big hoarding instrument 
15 of the world. I am not talking about Americans and 
16 Canadians, I am talking about people elsewhere. Is 

17 it not to the advantage of the United States and the 
18 rest of the world for people to get the notion that 
19 gold is a better hoarding instrument than the dollar. 
20 A rise in the price of gold may not reduce hoarding 
but increase it. Although at $37 an ounce people 

a ought to buy less gold, the philosophy seems to be 


= that if it has risen from $35 to $37 an ounce, 


se we had better buy gold now.before it rises more. 

= The United States took the attitude when 

ad the first big movement of the gold market in fokion 
27 occurred that if speculators pay $37 an ounce, 

28 they will be burned and they won't try it again. Of 
29 course, this could happen. The speculators have 


0 limited sums, and when the price falls back to $35 
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an ounce these speculators will have lost money. 

But, we must always bear in mind that if gold goes 

to $37 an ounce, new layers of demand may be coming 
forth,and we may have a serious problem on our hands. 
The Bank of England convinced the U.S. Treasury 

that it would be wiser to manage the price of gold 

in London and make sure it doesn't get out of hand. 
Now, the United States and the European banks co-operate 
by feeding gold into the London market at the range of 
$35.13 to around $35.20 an ounce. These figures have 
a certain meaning on a proper relationship between 

the U.S. official price of gold and the price in 
London. I think it has had a salutary effect and 

I think that the diversion of gold into hoards is not 
greater because of the support of the London gold 
market. 

Further, the United States for the first 
time in a generation is operating in the exchange 
market. The United States used to operate in the 
exchange market in the 1930's, but stopped about 
the time the war broke out. The United States did not 
seem to recognize that the Gold Reserve Act of 1934 
really had banished the U.S. Treasury to the very 
fringe of the world gold markets and that it had 
better come into the exchange market if it wanted to 
affect exchange rates before they moved to the gold 
points. 

Fortunately some of the wise young men that 
have joined the Treasury have recognized that one of 


the best ways of avoiding a big outflow of short-term 


| | os 
uN .ysmom taol ovsd Ifiw asodsivooqs seeds oom I 


ih 7 Ie 
: Wy 
ac03 blog tt Jedd balm nt sed aysewis deum ow .dua = |S 
animes sd yem bnsmeb To ateysi wen .9omwo 16 TEs oF | 
-cbasd wo ao meldotq avoluee s sved ysm ew bao, diio2 
4 yiwasetl .2.U edt beonivaos basigad to aasa odT 
blog to going add sgsasm od toatw sd blyow Jf dsdd 
.basd to tuo jeg timasob tk otwe sem bas sobnol al 


jedeteqo-oo awtasd aseqomsd odd bas astste bediaU odd won 


z' 
| 
| to egnet od ts todusm mobmol odd odnt blog gnibest yd 


_ 

; 

. 

i. 

: | ever nexugit eastT .sonmo ms OS.2e$ brvors ot EL.CES 

; 

seaowited gidenolts{oxr usqgotq 6 ao yninsem alsdie0 & 

; si solagq edt bas blog to sottq Istoltto .2.U sd 

bas tostie yrstutes s bed asd Ji Aaidd.I .mobmod 

7 | doa ai abasod odat blog. to aolatevib eddy gedt aaids 1 
| blog sobaal edt to trogque eAs.to sausosd redserg 

; 1 é tox rsm 

| texit edt vol astsd® betiaU edd ,.rsdiuwt 


egnsnoxs edt at gaideseqo at molitvstenes s at omis 


edd mi stsxeqo ot beau astasde betiny sAT .denusm 


: i tuods beqgode dud .e@'O€OL edd al soudusm sgnsdoxe 
: von bib eedsta bedinU edT .dwo oxlotd rew edt omis ond 
| | #€Qf Io JoA svrsaeH blop orld dsdd oximgooet oF mose 
' | yrov edt o¢ yuwasetT .2@.U ond bedefasd bsd yilset 


bed ¢r tedd bas atedasm blog bltow sdt to sgairt 


ot bodasw di tf texusm sgmsdoxe ond otal smoo tedved 
blog edd o¢ bovom yond etoted estsi egasdoxs toolts 
etatog 

tedd oom gavoy salw edt to omoe yLotsnudto 


to eno Jsdt bexlagooex eved yiwesetl elt bentot svsd 


Nethercut &é Young = 4435 — 


Terento, Ontario 


funds from the United States is to lessen the 
inducement to do so for interest arbitrage. If the 
yield on Treasury bills in London is, say, 2 per cent 
higher than on treasury bills in New York, people 
can convert dollars into sterling and buy U.K. 
Treasury bills and get a forward contract for dollars 
in terms of sterling at less than that 2 per cent 
per year difference. Incidentally, covered interest 
arbitrage is. self limiting, because as people buy 
spot sterling to invest they force up the rate of 
sterling, and as they try to buy forward dollars to 
cover their position, they force up the premium 
on forward dollars until the profit disappears, The 
Treasury can stop this process earlier by intervening 
directly in the exchange market, and terminate the 
inducement to transfer dollars for covered interest 
arbitrage. 

COMMISSIONER MACKINTOSH: This is by operating 
on the forward rate? 

MR. BERNSTEIN: Yes, relative to the spot 
rate. The United States made arrangements with a 
number of central banks -- first, the U.S. Treasury, 
and now the Federal Reserve Bank of New York -- 
to make their currencies available to the United 
States for such operations without selling gold. This 
seems to me an enormous change. Through swaps and 
stand-by credits, the United States has about $900 millign 


of liquid resources it can use in the exchange market 


in this way. 
I would say the third step is the co-operation 
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on short-term interest rates with the Organization 
for Economic Co-operation and Development. In ray 
opinion, the days of 7 per cent bank rate in London 
are over, just as the days of the one per cent 

U.S. Treasury Bill rate or the one-half to one and 

a half per cent discount rates at the Federal Reserve 
banks are over. We are going to have co-operation in 
interest rates so that while they will be as far as 
possible suited to the needs of a country for its 
domestic economic purposes, they will not be so out of 
line relative to those of other countries as to 
generate large capital movements. 

Now, Professor Holtrop, has proposed 
that much the same thing be done with long-term 
interest rates. This is a much more difficult problem, 
as central banks don't have as much influence over 
long-term rates as over short-term rates. 

Finally, I would say we are about to move 
into another important field. I don't know how long 
it will take to achieve, but I believe that we are 
going to have new co-operation on a more rational 
system of using the International Monetary Fund as 
a part of the world's reserves. 

I would say, Dr. Mackintosh, that what has 
happened in the last three years is almost a revolution. 
It could only happen because iad is not a responsible 
central bank or government in the world that is not 
ready and eager to co-operate in order to avoid 
If we can avoid crises of confidence on the 


crises. 


dollar and other currencies we shall see a satisfactory 
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development of the world economy, without distortion 
in payments and without depression. What we have 
to fight is the fear that the dollar or sterling 
will go under. Central banks recognize it and 
they are co-operating more closely than ever before. 
COMMISSIONER LEMAN: What will be the 
weapon? Will it be access to the services of the 
International Monetary Fund to keep countries behaving 
as they should behave? Will the penalties be loss 
of access --- 
MR, BERNSTEIN: I am not very much in 
favour of disciplining a country by denying it access 
to reserves, I do not think you gain very much by 
saying to a country in trouble; "We are going to 
bring you to the brink of disaster." I do not think 
that will help the situation very much. We must persuad 
countries that sound financial policies are in their 
own interest. This is hard, but it will be done. 
COMMISSIONER GIBSON: May I interject a 
question here? You have described this very interesting 
arrangement with regard to operations in the futures 
exchange market. Do I understand you to say that a 
number of central banks were supporting the funds --- 
MR. BERNSTEIN: Supplying funds. 
COMMISSIONER GIBSON: --- of another 
central bank in order to enable it to carry out its 
operation? 
MR. BERNSTEIN: Yes. They are financial 
swaps. Here are the swaps that have been arranged. 


In October; 1961, with the Swiss government, $46 million 
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January, 1962, with the Italian government, $25 million; 
March, 1962, with the Italian government, $50 million. 
Some of these have not been Swaps. 

COMMISSIONER GIBSON: Each one of these 
is a separate transaction agreed upon between the 
Federal Reserve Bank of New York and the foreign 
bank? 

MR, BERNSTEIN: Yes, sir. 

COMMISSIONER GIBSON: They do not have a 
fund? 

MR. BERNSTEIN: No, and I do not say that 
other countries could all make similar arrangements, 
although many could. In the late 1930's, when 
the United States and the United Kingdom co-operated 
in support operations in the exchange market, the 
Bank of England had to settle at the end of the day in 
gold. Here you have arrangements running to large 
amounts of credit, and the arrangements running 
for months. 

COMMISSIONER GIBSON: I understand some 
central bankers are dubious about operating in the 
futures market. Have you any comments on that? 

MR. BERNSTEIN: If you have a big capital 
outflow it is certainly sensible to limit it by making 
the cost of covered interest arbitrage high enough 
to induce a halt in the outflow of capital. the 
impact this has on the forward market is not going 
to disturb trade relationships. I do not think the 
effect on an exporter or an importer of a change of a 


quarter cent in the premium or discount in the forward 
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exchange market for sterling will in any way hamper 
imports or exports. I do not think the United States 
Treasury has acted in the forward exchange market, 
except for the purpose of limiting the flow of funds 
for interest arbitrage. 

COMMISSIONER LEMAN: Mr. Bernstein, with 
respect to what you have explained to us about the 
possibility and the desirability of limiting these 
changes in short-term interest rates through monetary 
action in each country, is it partly or largely 
because this world now is not in an inflationary 
Situation that this is now possible? 

MR. BERNSTEIN: That is eight: It is 
a little more complicated than that, but not really 
essentially different from it. When the world was 
busy inflating on the basis of war accumulated 
liquidity, most central banks were saying: "There is 
not really much we can do about it," There was no 
difference in interest rates between the big financial 
centres, The bill rate in Canada was less than one 
per cent.in 1951; and the rate in the United States 
may have been exactly the same, and in the United 
Kingdom even lower. This was a period when there 


was no real monetary policy. 


The world has moved from that period in 
the early 1950's to a period when differences in short- 
term interest rates mean very much, and this has 
happened as each country has a monetary policy primarily 
based on the needs of the domestic economy. Differences 


in domestic conditions will cause differences in 
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interest rates, 

AS central banks began to use monetary policy 
there was a better environment for the Stopping of 
inflation, and it did that, With flexible monetary 
policy differences in interest rates have become 
greater, and the need to understand the international 
effects of these differences and to deal with them 
has become greater. But that would have been 
impossible in a world that was still inflating. 

COMMISSIONER LEMAN: Would you comment a 
little more on your earlier statement that you get 
90 per cent of the effect you want from short-term 
interest rate differentials in the 2 to 43 per cent 
range -- that you get 90 per cent of what you would 
get with a swing of from one to 6 per cent. I believe 
those were the two ranges you gave. 

MR. BERNSTEIN: Yes. 

COMMISSIONER LEMAN: To illustrate that 
I think you used the example of what happens to busi- 
ness expectations, et cetera. Would that be so true 
also in the field of the influence of savings by the 
people and consumer behaviour, and that sort of thing? 

MR. BERNSTEIN: This is a very complicated 
question, and I think I shall have, to give it some 
thought. I shall have to touch upon the effects of 
it upon businessmen domestically and internationally, 
and on savings and investments, and I think I shall 
need a little time in which to think about it. Perhaps 
the Chairman would adjourn for a few minutes, 
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on this after lunch? 
2 MR. BERNSTEIN: Yes, I would like to 
3 start after lunch with that. It seems to be a question 


4 that will take a good deal of explanation. 


5 COMMISSIONER LEMAN: I really asked the 

6 question in order to have a better understanding of what 
7 you mean. 

8 MR, BERNSTEIN: Yes, I want to take that up. 

9 COMMISSIONER LEMAN:. We will go into it 


10 Laver, rit. vous think thatvwllls be gisefivs 

11 MR. BERNSTEIN: I want to go into it, but 

12 LI think we should allow some time for discussion. 

13 May we take it up after lunch, Mr. Chairman? 

14 THE CHAIRMAN: Yes, I think that would 

15 be preferable. 

16 COMMISSIONER LEMAN: May I ask you a 

17 question, the answer to which will be, perhaps, a 

18 little shorter? In paragraph 33 of what we call your 


19 first paper, at page 10, you say: 


20 "The most favourable environment for 
21 effective monetary policy is a period 
22 in which aggregate demand is neither 
23 too strong to be restrained nor too 
24 weak to be stimulated through credit policy." 
25 That seems like a sort of dead centre position, or 
| 26 a near dead centre position. | 
27 MR. BERNSTEIN: That is right. 
| 28 COMMISSIUNER LEMAN: On the other hand, 


29 would you say that the monetary authority has a better 


30 control when there is a sort of tightness or close 
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to tightness, rather than when it is close to dead 
centre and where it can move either way? 

MR. BERNSTEIN: What I have in mind is this: 
if you have a period in which the public is well supplie 
with cash that it secured long before as a consequence 
of a war and government financing, or as a consequence 
of the great depression, then it seems to me that even 
a decision by the monetary authorities to tighten money 
very much will have little effect. 

Let me give you an illustration of*it. 
In the cyclical expansion of the United States in, say, 
1953 -- 1953 was a peak year -- the banking system had net 
indebtedness to the Federal Reserve, That is to 
say, free reserves were negative. That did not have 
any effect upon the community. It was loaded with cash. 
Even though borrowers could not get as much as they 
wanted, there were plenty of other people with excess 
cash spending too much. You could not do very much 
with tight money at a time like that. 

On the other hand, in 1959 you could bring 
up the economy sharply with tight money because, in 
fact, the ratio of the money supply to the Gross Nationa 
Product was very close to what it had been in the late 
1920's. 

When there is a serious depression, an easy 
money policy with plenty of cash held by the public 
will not help very much by itself. There is the famous 
Federal Reserve illustration of pushing on a string. 
It is hard to move the economy by pushing on the 


credit string in a deep recession. Other measures 
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Will be needed to increase demand at such a time. 

And with such measures, an easier credit policy will be 
effective, 

The case is different in a mild recession 
where everybody says: "This is the usual recurring 
recession that lasts nine months and comes every 
three years." An easy money policy can encourage 
investment then because business knows the economy 
is going to expand once more. If business recognizes 
that credit is at bargain rates, that it will not be as 
cheap on the upswing as it is then, business will borrow 
and invest. 

In a recession interest rates should be so low 
that people will think they are bound to be higher 
when the recovery comes. The prospective difference 
in interest rates between the two periods will be 
enough to induce business to borrow and invest somewhat 
more in the recession. Monetary policy is more 
effective in a recession if everybody has the expectatio 
that the recovery will come quickly. Similarly, 
monetary policy is more effective in restraining the 
expansion when aggregate demand is not too excessive. 

COMMISSIONER LEMAN: It looks like saying 
monetary policy can do the best job when there is not 
much of a job to do. 

MR. BERNSTEIN: In a sense that is true. 

You can do the best’ job when what you are asking 
monetary policy to do is not beyond its power. It 
also does its most effective job when it achieves the 


precise but limited results that you want. I do not 


i 


7 me) 


\ 
* 


es sone 


ant 
m 


-,omid s cove Js brsmeb easetomt ot be 9en ¢ 9¢ 
{fiw yollog sibers tefess as ~eomesom dove sn eek 
od Mestetts 
\ soregeoos blim s al dresettib ef eeso oT " 

gnivmoet fevay odt af ald" rayse ybodyreve stedw 
visve aonioo bas edtnom eatin adasf dsdd nelegsost 
egetoons aso yotfog yenom yese aA "“.arssy sotdd 
ywaenogs oft awonmm eaenteud sausoed nods Snemtesval 
sestingoost egoniaud Il stom somo basqxe og gatog al 
| es od ton Ifiw gi tedd .godsx nisgisd ts al dibero tedd 
| wormed ifiiw seonteud .nedd at di 8s gatwequ ondt mo gssdo 
,desval bas 

aa wol og ed bfweda aotsx teonednt mofegsost & al 
=a | sodgtd od of Davod eta yet aatdd [fiw elqoeq tadd 
soneitstith svitooqeotg saT .2emoo yreveser edt oorlw 
| ed ILiw ebotteq ows ent msawied aetsr geasitedal at 
dsdvemoe c¢aeval bas woxtod o¢ easnteand eovbat of cguvone 
Y stom ef yotlogq YredenoM .mofaesoet edt at stom 
_ floidsdoegxe eit asd ybodyreve Tk goleasgost 5 af svitostts 
; il 8 <“Yfaslimte .¢isloinp smoo [Liw yusvoost edt sisdt 
efit unintsrtes1 at evidostte otom ef yotflog yisdonom 
sOVLEESOXS oot gon at basmeb stsgotaags aedw aoftensqxs 

gatyse off edeol tI :WAMEU AMMOLeeIMMOO 
jon ei etornd sedw dot tesd edd ob aso yolfog Vis som 
-oh ot dol s to dount 

sound al dedd canoe s al <:MIRTEVARa .AM 


gaines sts voy dsdw oodw dot dasd edd ob aso woY 


dI .weweq att baoyed tom el ob o¢ yoliog yistenom 


68868 2 


a) 
ced 


& BB 


ioe oF ma | Ss 


29 


30 


Nethercut €& Young - Abby - 


Terente, Ontario 
minimize what it can achieve, 

COMMISSIONER LEMAN: I would like to 
relate that to your other statement contained in the 
paragraph before, where you say: 

"When the economy is already well supplied 

with cash balances, it is not possible 

to prevent inflation, in a period of 

great demand for output, through the 

ordinary operations of monetary policy." 
We have heard from others about the technique of 
mopping up excess liquidity. 

MR. BERNSTEIN: Yes. 

COMMISSIONER LEMAN: With respect to these 
techniques of mopping up when there is too much 
liquidity coupled with a high demand situation, is 
it your feeling that the mopping up operation is 
impossible or just harmful? 

MR. BERNSTEIN: I db not think it is harmful 
particularly, but we must be sure that we are talking 
about the same mopping up operation. Was it Dr. Holtrop 
who spoke about his mopping up operation? 

COMMISSIONER LEMAN;: Several people spoke 
about it. 

MR. BERNSTEIN: Dr. Holtrop's method 
consisted of compelling the holding of idle ESPORL es 
which were then released from time to time. This 
helped to reduce excess liquidity, but not by 
as much as the compulsory deposits. The community 
still felt quite liquid because this secondary liquidity 


was right there and it could be released if needed. 
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Let me put it this way. Suppose normally 
I want to keep $500 in a demand deposit. If I have 
that $500 I will also want to keep another $500 in a 
Savings deposit. Suppose something happens which 
increases my demand deposit to $1,000. Then even if 
I were compelled to put $500 into a savings deposit, 
it would not have any greateffect on me, because 
that is the way I handle my excess cash. 

The segregation of excess cash in special 
accounts in some European countries after the war was 
helpful,but it could not prevent inflation. For that 
matter, the American and Canadian holders of cash 
exercised great discipline in keeping their excess 
liquidity and gradually reducing it by expenditure, 
so that it took about thirteen years to absorb it. 

I would say that kept the inflation under low pressure 
in the United States and Canada. The inflationary 
pressure in Belgium and The Netherlands was very much 
greater than in the United States and Canada, because 
their shortgage of goods was greater as well as 
because their liquidity was greater. It is very 

hard to mop up a flood of liquidity, and the only 

way to deal with such a danger is to prevent it. 

If you have not prevented it I am in favour of mopping 
it up the best way you can. Even if you do not succeed 
in doing a very good job, at Leant you will be better 
off for having tried. 

COMMISSIONER LEMAN: But if you have let 
it become excessive and do proceed to mop up, are 


there side effects that may be harmful? 


- 7 ST 
7 me -s * “a ‘eS \ a ” 
-*> _ 7 -* 

- 4 


ylfemron seoqquea .VYswW ald? thdvq om tod 7 


s at 002¢ toddons goon od tnsw oale Iftw I ooad tend 
pfotdw ensaqsd gatiddemoe saoqque .dfaoqeb agativee 
4t move nedT .000.L3 od dtaogeb basmeb ym seasetont 
jteogesb ayntvse s otmt 00d¢ duq os beffeqmoo sitew I 
saeood .em no tosites deers yas eved gon bIivow gf 
dass easoxe ym ofbmed I ysw edt alt wand 

Isfooga al deso eaasoxe to noltsgotgea eAT 
asw xew eld todts estatavoo asegqotwh smoe al admyooos 
dadt 10% .ooltsltnt tneverq tom blyoo ti dud. {utqied 
daso to eteblond astbsasd brs asoltuemA edd .tedtsm 
eeosoxe tkedt gatqesa al enifqtoalbhb tsoug boelfotsxe 
~siudtbneqxes yd dt guteubos yilsubsrg bas ystblupil 
Ji dxoads of axssy nootaidd duodsa woos gf tsdd oe 
oxryeeetq wol tebas noltisitak end tqed dadd yea bivow I 
yisnottislini sat .sbsasd bas aovsda, bedtial edd of 
doum yrov asw ebasiteddot oT bas mutgled af sivassitq 
seysoed .sbsasd bas estad@ bedinU edd ni oaedd tessetg 
as Ifow as todserg asw aboog to sasgdrode ifedd 
yuev ef JI .tovsers ABW ytibinpii ufedt savsosd 
yfno edd ons .yibiupti to booft s gu gon od basic 
Jk dasvenq oc ai vegnsbh s dowe cidiw fseb ov Ysw 


3nkqgom te wove? mi ms I di bedaeverq son eved yoy II 


; Pesosva don ob voy ti nsvi .8o voy yaw teed odd qu tl 


sodted ed Iftw yoy tesel gs .dot boos yxev s gniob at 
«betas gatvsd 107 t'to 

tol oved yoy tt dud : MAME HAUOLeCEIMMOD 

StS «qu gon oF ais ob bas. nuaeRogne amoned: nes 


elaine Nee, tivimasd od vem dedt adostie sbte 


eved I tI .tteegeb brismeb s ab O0@¢ geet ot tasw x | 


é 
| 


29 


30 


Nethercut &é Young = AUG a 


Terente, Ontario 


MR, BERNSTEIN: If there is excess liquidity, 
there must be excess demand. Therefore, a moderate 
means of mopping up the excess liquidity would not 
cause a deficiency of demand. The easiest way to 
mop up excess cash is by offering a higher interest 
rate on bonds. At a higher interest rate, the 
public will prefer to keep a larger proportion of 
its assets in bonds rather than cash. Of course, 
if the rise in interest rates is large and sudden, it 
may cut off investment that would have been undertaken 
at a lower rate of interest. This is a risk inherent 
in mopping up a large excess of liquidity. It would 
not be a risk when the excess liquidity is moderate 
and the corrective measures that are taken are moderate. 

COMMISSIONER LEMAN: Following that a little 
further, at the beginning of this section you make 
the statement that one of the primary tasks of 
the monetary authority is to control and determine 
the money supply; and you give the Federal Reserve 
Board's definition of “money supply", which is fairly 
restricted -- it is just "money". 

MR. BERNSTEIN: That is right. 

COMMISSIONER LEMAN: One paragraph later 
you begin to talk about what I interpret to be near 
money. Then I understand there is also, in the 
measurement of the total need for these various 
types of money, the problem of velocity that comes 
in there; that is, the velocity of turnover of money. 


You say: 


"As a practical, matter, monetary policy 
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acts on the money supply by constant 

Short-run adjustment of credit conditions ..." 
~-- rather than by a sort of dogmatic view as to how 
much the money supply should be at any given time. 

MR. BERNSTEIN: That is right. 

COMMISSIONER LEMAN: Do you argue at the 
Same time that normally the money supply should follow 
the rate of change in the Gross National Product -- 
and I believe you said this was in the long run? 

MR. BERNSTEIN: In the long-run that is 
what would happen. 

COMMISSIONER LEMAN: The definition of what 
the proper money supply is at any given time -- 
and I am not talking about rate of interest now -- 
is that something too difficult to define because 
of these problems of velocity and near money, you 
do not have a bench mark? 

MR. BERNSTEIN: Qualitatively I can do something 
with the concept you have given me. First of all, the 
distinction between money and near money is itself 
largely a question of velocity. To what extent 
are savings deposits money? They are money to the 
extent people actually withdraw them to use them 
for spending. When the velocity of a particular 
liquid asset becomes very low you are justified in 
saying, "We will not call it money." That does tot 
mean it does not have an effect similar to money. 

For example, I might very well feel that I could have 
$1,000 half in demand and half in savings deposits. 


But at 4 per cent interestion: savings deposits I might 
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prefer to have somewhat less in my demand deposit 
and somewhat more in my savings deposit, even though 
occasionally it brings my cash very low. One reason 


I am willing to reduce my demand deposit and take 


the risks that go with it is because I know I have this 


saving deposit waiting for me. 


The proper money supply requires a very 


complicated definition. We like to put it in functional 


terms, in the sense that there is more than one 


dimension to it. The proper money supply is the quantit 


of currency and demand deposits which, associated with 


other forms of liquid assets, would bring a rate of 
interest that would induce, on an average, the level 
of employment and production you want. So we cannot 
separate it from the intererst rates, and we cannot 
separate it from the other types of liquid assets, 
because it is the combination of types, the near 
money with the money that makes the interest rate. 
We have to keep these things together. 

If an economy has sufficient inducement 
to invest to bring about a high level of employment 
at a constant average rate of interest, then I 
would say that in the absence of big changes in the 
institutional arrangement for holding near money, 
the money supply ought to grow with the G.N.P. 

On the other hand, rr we have an 
economy in which savings are large and businessmen 
do not feel great pressure to undertake investment 
in anticipation of growing demand. In such an economy 


you have to have lower interest rates and that would 
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mean a larger money supply relative to the Gross 
National Product. Does that help a little? 

COMMISSIONER LEMAN: Are you really saying 
there is no point in trying to define what is the 
right money supply? 

MR. BERNSTEIN: I cannot tell you in advance 
what the proper money supply will be, without knowing 
(a) what the development of the economy will be; 
and (b) what requirement of the rate of interest 
associated with that will be, because in the long run 
that rate will be closely related to income and money 
supply. If other institutional factors create new types 
of savings instruments that are attractive,there will 
be other changes. But in the absence of those, the 
money supply will have to grow faster if the community 
is having difficulty in undertaking enough investment 
to maintain a high level.of employment. The money 
supply can grow more slowly if the economy is pressing 
to undertake more development. 

COMMISSIONER BROWN: Is the rate of change 


in money supply of more importance than the absolute 


quantity? 

MR. BERNSTEIN: In the short period or 
long period? 

COMMISSIONER BROWN: At any time. 

MR, BERNSTEIN: I do not think we can be 
satisfied with just the direction of change in the 
money supply. A money supply that grows at the rate of 
one per cent per annum is very unlikely to be adequate 


for the United States and Canada, with any kind of 
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institutional arrangement for other liquid assets. 
We know that is too low. The fact that the money 
supply has not grown in the past three-year period 
by more than that is not significant. 
On the other hand, if the increase in the 
money Supply is between 2 per cent and 3 per cent 
a year, it is not possible to say, in advance, whether 
this will be adequate without knowing how persistent 
the excess or deficiency of demand will be. The 
monetary authorities cannot plan on the basis of what 
monetary needs will be in years ahead. They have 
to go from day to day and week to week, and if over 
@'period-of three’ or four’ years the money-supply has not 
increased as much as usual, it is likely that there 
have been changes in the preference for holding money 
which, for the time being, have obviated the need 
for a larger increase in the money supply. 
COMMISSIONER BROWN: Before the changes? 
MR. BERNSTEIN: The best test of the growth 
of the money supply is from one period of the cycle 
to the corresponding period in the next cycle. 
COMMISSIONER GIBSON: Would it be fair 
to say you are more or less in sympathy with the 
Radcliffe Committee when they say that what is 
important is the whole structure of liquidity? 
MR. BERNSTEIN: AS an old teacher of money 
I would be reluctant to think that it is not important 
to act on the money supply. The monetary authorities 
act on the availability of credit which, in the 


ordinary course of events, would change the money supply 
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if the community had a preference for more cash 
balances. 

As far as the monetary authorities go, they 
act as if they were intent on increasing the money 
Supply. They supply banks with more reserves, by 
open market operations or by not offsetting an influx 
of gold or foreign exchange. In the ordinary course 
of events, such a credit policy makes the banks 
behave in a way that increases the money SUDDLy. — Le 
the money supply does not increase, it means that 
the community prefers a new pattern of holding liquid 
assets. I would not be dogmatic at all on the 
proposition that the central bank must increase the 
money supply so much in the short run. I would be 
reluctant to be dogmatic as to what the increase 
should be from cycle to cycle, though I have a feeling 
that if you take a longer view -- which is not really 
relevant, because you cannot make monetary policy 
ten years ahead -- I would be quite surprised if, 
over ten years, you did not get a rough approximation 
in the growth of the money supply and the growth 
in the Gross National Product. 

COMMISSIONER GIBSON: Do you think this 
could be achieved through the sort of traditional 
instruments of monetary policy? We have heard quite 
a little about the secondary creation of credit. 

We have had experience of how when interest rates 
are rising quickly this process is accelerated. We 
have heard talk about near banks in this connection. 


THE CHAIRMAN: Before you answer that question, 
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which might involve quite a long answer, I think this 
might be an appropriate time to adjourn for lunch. 


--- Luncheon adjournment. 
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--- On resuming at 2.20 P.M, 

COMMISSIONER MACKINTOSH: The Chairman 
has been detained and it will be a few minutes before 
he arrives. However, I think we might resume the 
discussion, There was a question by Mr. Gibson, 

I think that was left unanswered, 

COMMISSIONER GIBSON: I do not think 
Mr. Bernstein left the question unanswered. It was 
just a question of not sufficient time. 

MR. BERNSTEIN: Yes. 

COMMISSIONER GIBSON: It had to do with 
liquidity, and then we got on to the question of whether 
the orthodox methods of monetary policy were adequate 
in a situation where you had substantial or sharply 
rising interest rates, and whether a substantial increas 
there facilitated the secondary creation of credit. 
Would you like to answer that now? 

MR. BERNSTEIN: I think this is true in a 
period in which there is a marked tendency towards 
excessive demand. That is when the community holds 
a great deal of liquidity in the form of savings 
deposits or other liquid assets that are quickly 
redeemable. Then the problem of limiting aggregate 
lending for investment purposes becomes more difficult. 
In such circumstances the monetary authorities can 
put some pressure on the money — by a tighter 
credit policy. People would be induced to convert 
some of theimmnear: money to money. Institutions 
with deposits of near money hold very small reserves, 


and would be quickly pressed for the cash. If they 
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do not have access to the commercial banks, they 
would have to cut their lending a good deal. In 

a period in which demand is close to being excessive, 
the lending of these institutions makes it more 
difficult to prevent inflationary pressure in the 
economy. 

What the solution should be is more difficult 
to say. On the whole I thought Professor Lundberg 
had a very interesting point when he said that 
any institution that holds itself forth as an 
acceptor of déposits is in a relationship to the 
public where it ought to be regulated in one way or 
another. I would not take the same attitude towards 
some other liquid assets. It seems to me that 
you cannot very well regulate the issue of short-term 
paper even though high-grade commercial paper makes 
it a good substitute for money. Some of the major 
United States companies like Sears-Roebuck and General 
Motors issue commercial paper on the market, and this 
commercial paper is bought by those who want a very 
liguid investment which pays a little more than 
Treasury bills. 

COMMISSIONER GIBSON: It is the usual 
corporation trading in demand deposits? 

MR. BERNSTEIN: Yes, this becomes a competitor 
of money and other liquid assets £h a very real sense, 
I cannot see the monetary authorities managing the 
privilege of industrial or commercial organizations 
to issue such paper, even though the paper is so liquid 


that it is competitive with bankers' acceptances and 
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Treasury bills. 

I thought Professor Lundberg did have an 
important point with respect to deposits, I think it is 
appropriate for the monetary authorities to take 
cognizance of any institution that accepts deposits, 
although their attitude may very well be: "We are 
just supervising the institution without exercising 
control." The right to control ought to be there, 

COMMISSIONER GIBSON: Is one of your 
reasons for feeling it is undesirable to have very high 
short-term interest rates the fact that such short- 
term interest rates do accelerate the velocity of the 
secondary creation of credit? 

MR. BERNSTEIN: Yes. All of us have been 
brought up to think of the money supply, in the 
traditional definition, as having a special relationship 
to the capacity of the economy to finance production, 
income and spending. High interest rates will induce 
a shift from money to other liquid assets, and this 
may even decrease the money supply in the traditional 
sense, although the»vcommunity feels more liquid. 
Still, the lending power of all lending institutions 
will be increased by such a shift in the holding of 
liquid assets in response to high interest rates, There 
is no doubt that the existence of institutions that 
are close to banks and of assets that are close to 
money complicates the problem of monetary management. 
But that does not mean that monetary policy is bound 
to be ineffective. 

COMMISSIONER GIBSON: No, I realize that, 
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COMMISSIONER LEMAN: Mr. Bernstein, because 
you have talked about what we call near banks in answer 
to Mr. Gibson's question, rather than wait until later 
may I ask you about that now? I would like you to 
deal with that now. 

MR. BERNSTEIN: Yes. 

COMMISSIONER LEMAN: I have a short 
question. Professor Lundberg, when he was commenting 
on this fact, did mention the effectiveness of monetary 
policy asa factor in justifying control. He did 
mention that they had become competitors of the 
commercial banks under certain conditions, and he 
seemed to think there was some merit or value in saying 
that if two people do about the same thing and you 
decide to control one then why not control the other. 
Perhaps you would answer that this is not a monetary 
problem. 

MR. BERNSTEIN: No, I will not say that. It 
may be a political problem, but it has monetary 
overtones, 

I hold that it is a responsibility of the 
monetary authorities to supervise and if necessary to 
regulate institutions that take deposits and make 
loans because these institutions are involved in credit 
policy. That includes the near money institutions. 
Whether a central bank should take over such a big job 
depends on whether the lending activities of these 
institutions are large enough to have a significant 
effect on the economy and whether the general trend 


of their lending is contrary to what the monetary  . 
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authorities would like. There will be times when 

these institutions are making it more difficult to 

make monetary policy effective. I think this will 

be less true when there is less inflationary pressure 
in the economy. There will be less reason for regulatin 
the near banks when the economy is free of inflation, 
because then the excess of lending of all types from 
all sources will not be so great. You will not be 
disturbed by the fact that there are other institutions 
than the commercial banks making loans for consumer 
eredit or other purposes when the central bank is 
asking the commercial banks to lend less. This is 

much less important when the economy does not have 
inflationary pressures. 

COMMISSIONER LEMAN: Can we now return, 

Mr. Bernstein, to the question that you said should 

be left until there was time to explore it, namely, 
does the working of interest rate fluctuations or 
changes affect other sectors except investment for 
business purposes? Does it have an effect on people's 
savings -- the propensity of people to save? Does 

it tend to bring about increased savings or reduce 
them? Let us take that one first. 

MR. BERNSTEIN: In the absence of studies 
showing otherwise, I think we would be Justified in 
saying that persons or individuals -- I am not talking 
about corporate entities at this moment -- are not 
very much affected in the amount of their spending 
and saving by moderate changes in interest rates. 
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to prove that in the aggregate there is a positive 
relationship between net saving and interest rates. When 
interest rates are low people have to draw on capital to 
live and therefore savings are reduced. On the other hand, 
life insurance premiums and contributions to sees fund 
must be larger when interest rates are lower and there- 
fore savings are increased. 

I believe, of course, that interest rates have 
a good deal to do with the form savings take. But my 
inclination would be to say that although there is a 
positive correlation between interest rates and saving, 
the response of savings to a rise in the interest rate, 
under given economic conditions and prospects, is not 
very great. 


COMMISSIONER LEMAN: In any event, if there is 
an influence would it be logical to think that it would 
be the long-term interest rates that people would look 
at for creating habits of saving rather than the short- 
term interest rates? 


MR. BERNSTEIN: Yes. Short-term interest rates 
may affect consumer credit and therefore total consumer 


spending relative to personal income, because there are 
the rates that the lenders themselves pay for the 
borrowed money which they re-lend for consumer credit. 


The traditional type of personal saving is much more 
likely to be affected by the long-term interest rates 
than by short-term interest rates. 


COMMISSIONER LEMAN: Mr. Bernstein, J think 
you touched before lunch on the fact that it is not 
only what short-term interest rates do, but the effect 


that they have on people's expectations -- the psycho- 


logical reactions. 
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MR. BERNSTEIN: Yes. 

COMMISSIONER LEMAN: Would you tell us first 
of all if this is characteristic of the United States? 
Are they different there from what they are elsewhere? 
I am thinking of the fact that Lord Cobbold told 
us that the bank rate in London is a very, very 
strong signal, and not only is it a signal but it 
affects the practices and habits of institutions who 
Say that their lending policy is the bank rate plus 
a fixed percentage, whereas, I believe, in Canada 
and the United States this same relationship does not 
exist. What are the implications of these 
differences? 

MR. BERNSTEIN: We have a concept of a flexible 
interest rate policy for domestic purposes. The 
interest rate is not the immediate objective of the 
monetary authorities, but the corollary consequence 
of acting on the availability of credit. Nevertheless, 
it is a fact that this involves a rise in interest 
rates when the monetary authorities are tightening 
credit either passively or actively and a fall 
in interest rates when they are easing credit either 
passively or actively. I must emphasize that for 
domestic monetary policy, it is the availability of 
eredit rather than the interest rate which is the 
immediate objective. But interest rates rise and 
fall with changes in the availability of credit. 

The manner in which this rise and fall of 
interest rates operates on the economy, apart from 


the availability of credit that accompanies it, is the 
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question we want to discuss? 

Now, first, it is the short-term rate 
that changes a good deal. The long-term rate changes 
much less, though in my opinion it could be shown the 
changes in the long-term rate do tend to be more in 
the course of a cycle than complete foresight on the 
behaviour of the short-term would justify. I will put 
it this way: in a recession the yield on government 
bonds falls a little more than it should relative to 
short-term rates, and in an expansion the yield on 
government bonds rises a little more than it should 
relative to short-term rates. But the change in 
short-term rates is a factor in causing a change in 
long-term rates, 

Suppose we could project a known rise and fall 
of the short-term interest rate. Then if we knew that 
at some time two or three years in the future the 
long-term interest rate will be 4 per cent, we could 
determine what the long-term interest rate should be 
now. 

We can show that if the prices of government 
bonds are bid up, and that bidding up has been-more 
than would have been justified by the actual behaviour 
of the short-term rate, and the expectations on the 
long-term rate, it would have been better to have 
bought treasury bills and kept on turning them over at 
a lower yield until sometime in the future when the 
price of government bonds has fallen and the yield 
We get more flexibility, on 


has risen once more, 


the whole, in long-term interest rates than complete 
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fore-knowledge would justify on a cyclical basis. 
That is probably because bond buyers over-estimate 
the duration of the expansion, during expansion, and 
of the recession, during recession, 

But, one of the important elements about 
the short-term interest rate is that it acts on 
expectations regarding the long-term rate. A change in 
the short-term interest rate creates new expectations 
regarding the long-term interest rate, and 
these changed expectations on the long-term rate are 
in many respects more important than the actual rise 
or fall in the short-term rate. 

It is true that if you could keep money 
very low -- treasury bills at one per cent for a 
considerable time -- that this would be a very 
powerful instrument for stimulating the expectations 
of a lower long-term interest rate; but even 
with very easy money this period of a one per cent 
bill rate may last only three or four months, 

As soon as the recovery begins, there is 
some tightening of credit active or passive. So 
when we talk about having a one per cent to 5 per 
cent range in money rates instead of a 2 to 4 per 
cent range, the period in which the one per cent rate 
actually acts on the economy 1s limited to about 
three months, 

In my opinion there is not enough difference 
in the effect on the long-term interest rate to justify 
a very low short-term interest rate that will induce 


a large outflow of funds. You get about 80 per 
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cent as much impact on the economy by a flexible 
interest rate policy operating in the United States 
within a range of between 2 and 4 per cent as in a range 
of one to five per cent. In the United Kingdom, the 
equivalent range would be between 3 and 5 per tcent, 

and the same may be true for Canada. 

Now, one other aspect of this question. The 
ideal method of having interest rates behave, if you 
could really do that, is to get a rate of interest 
which becomes a signal -- either by psychology or 
by the derived effects on long-term rates that interest 
rates are as high as they will be or as low as they 
will be for some time. If you can get a high rate 
in a period of excessive demand which is such a signal, 
then people will say, "This rate must be lower a year 
from now; “therefore, it’ will pay: us to*put* off” our 
investments for one year; even if we don't get into 
the tail end of the boom market with some output." 

You have created an interest rate which has generated 
expectations that it must be lower in the future and 
it will pay to put off borrowing. And in a recession 
you want to have a rate which generates expectations 
that it must be higher later, so that those who 

can borrow and invest have a big inducement to do it 
now. And, of course, the more there is confidence 
that the economy will recover after a short recession 
the greater that inducement will be. 

It is true there are complexities there; the 
borrower may be able to borrow now when the interest 


rates are low and keep the funds invested in short-term 
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paper until next year. But nevertheless there are 
other borrowers who don't have that alternative. Take 
the man who wants a low rate mortgage on his house, 
He doesn't have the privilege of telling the insurance 
company that he will borrow the money now at this rate 
of interest but that he will build the house next year. 
We want to create these expectations in a boom 
and in a recession. The fact that the bank rate does 
do this in England makes the bank rate much more 
effective. The fact that we don't do this in the 
United States with the Federal Reserve discount rate 
and that you don't quite do it with the Canadian 
bank rate doesn't alter the fact that these expectations 
are created by monetary policy in both the United 
States and Canada. It is not as dramatic as bank rate, 
but the fact is that those who are responding to 
monetary policy are affected by treasury bill rates 
and other money market rates. In England the main 
reason why bank rate is so effective is that the tie 
between bank rate and the treasury bill yield -- the 
most important liquidity instrument -- is much greater 
than between the Federal Reserve discount rate and the 
treasury bill yield in the United States. In the 
United States you can have a treasury bill rate which 
falls short of the discount rate of the Federal 
Reserve Bank for a very long oe and you can have 
it all through the cycle if the Federal Reserve 
Bank wishes. In fact, we require that relationship 
to be there. If the treasury bill rate went above the 


federal discount rate we would be disturbed about the 
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possibility that banks would come in to borrow merely 
to squeeze some profit out of the treasury bill market. 
In the United Kingdom the whole system 
depends on the fact that treasury bill yields will at 
Once move with the bank rate because the biggest 
dealers in treasury bills depend on the Bank of 
England for the marginal money they need in a period 
of tight credit. Ours is a different system,but it is 
just as effective because the principal liquidity 
instruments are behaving the way we want. Monetary 
policy can make them behave as we want within limits 
and that calls forth the response we want, within 
limits, so that monetary policy is effective. 
COMMISSIONER GIBSON: Haven't you pretty 
nearly made a case for the United Kingdom and some 
of the European countries for big changes, for a wide 
range of movements in bank rates? You seem to me to 
be putting so much emphasis on what the market change 
in the bank rate would do, the expectations, and I 
wonder if this is consistent with the idea you were 
suggesting earlier, that you wanted a smaller range. 
MR. BERNSTEIN: A large change in bank rate 
frightens people into thinking that the situation is 
worse than it is. It overdoes the job. It does 
create these expectations, but at the same time it 
creates an image of an economy that has aeprcetes 
policy until it has to adopt crisis measures if bank 
rate goes to 6 per cent. It would be a mistake to 
have the United Kingdom always operating with bank 


rates this high. It is true that once in ten years 
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bank rate used to go to 6 per cent in the days of 
the gold standard and the unrivalled position of 
sterling. Even then, it was not a satisfactory way 
to deal with credit policy. 

COMMISSIONER GIBSON: But Dr. Holtrop, 
in speaking of the Dutch experience,and Professor 
Lundberg of the Swedish, both made this point quite 
strongly that sharp changes in rate were effective. 

MR. BERNSTEIN: I want to qualify that 
with my proposition that what we need in this world 
is less policy that looks as if it is made for 
crises and more policy that is made to deal with 
gradually changing problems that will be adjusted 
if we act in good time in dealing with them. This 
is what I would prefer. 

THE CHAIRMAN: I understand your position 
would be that the policy that you have outlined is 
not designed to eliminate cyclical movement, it is 
designed to minimize the 111 effects? 

MR. BERNSTEIN: That is right. 

THE CHAIRMAN: I suppose there might be 
some benefits resulting from a certain amount of 


cyclical movement? 


MR. BERNSTEIN: In interest rates or in the 


economy ? 


THE CHAIRMAN: The economic effects of the 


cyclical slight depression; it might have salutary 


results? 


MR. BERNSTEIN: I wouldn't myself rate 


the consequences of the --- 
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THE CHAIRMAN: I was thinking that it 
might result in some efficiency later on. 
MR, BERNSTEIN: I would tend to discount 
this. I would say that the only case in which there 
is a rational basis for risking the inducement of 
a moderate recession is when you fear that failure 
to restrain the expansion will result in inflation. 
AS you can't just level off aggregate demand, you may 
overdo it. If that does lead to a minor recession, I 
say that that is one of the risks we may want to 
take under inflation conditions. 
It seems to me the monetary authorities 
do not have as much option as the question might imply. 
The economy has a natural tendency to fluctuate and 
the real question before us is this; can monetary 
policy limit these real forces so as to minimize 
the fluctuations? My answer would be yes. I wouldn't 
be disturbed mhout the economy because it had a 
periodic contraction lasting nine months with 5 to 
6 per cent unemployment. I wouldn't say that is a 
failure of policy. 
On the other hand, I think we can exaggerate 
how much stimulus a recession can be to shaking up 
the inefficient producer, to inducing a movement 
of labour to expanding industries, and to maintaining 
stability of wages and prices. I wouldn't recommend 
mild recessions as an objective of monetary policy. 

THE CHAIRMAN: I wasn't thinking of that, I 
was wondering whether it had a side effect which wasn't 


entirely bad. 
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MR. BERNSTEIN: I wouldn't rate these side 
effects so high as to want to pay very much for them. 

COMMISSIONER LEMAN: In talking about the 
effectiveness of policy you said --- 

MR, BERNSTEIN: May I interrupt with one 
observation. The conclusion I come to is that we 
Should do as much as we can in the way of measures 
to minimize the recession. 

THE CHAIRMAN: Because you can't -- at least, 
so far as you haven't devised a means of completely 
eliminating it. 

MR. BERNSTEIN: I don't. believe anybody could. 

THE CHAIRMAN: And have you found some means 
of providing for a steady increase? Without any 
cyclical movement there may be some slight disadvantage? 

MR. BERNSTEIN: If you could get that -- | 
yes, it is highly probable. 

COMMISSIONER LEMAN: In talking about 
effectiveness, there is not only the fact that the 
measures you take will have the effect, the desired 
effect, but the speed with which they will hkwe the 
effect, and there we get into this problem of so-called 
lags; how fast is the operation. 

Now, I would like first to quote the first 
sentence of your paragraph 36 where you say: 

"The key to an appropriate monetary 
policy is easier credit at relatively 

low interest rates when production and 

employment are low, and tighter credit 


and relatively high interest rates when 
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1 production and employment are high." 
2 Now, the casual reader might misread that sentence 


3 and think that the monetary authorities must act at 
4 the bottom of the trough and only at the peak of a high. 
5 MR. BERNSTEIN: What paragraph number is 
6) that 

COMMISSIONER LEMAN: Paragraph 36. I assume 
you would readily grant that if possible the monetary 
9 authorities should try to begin t act a little before 
the turn-around, and is that possible? This is an 
il admission that there are lags in the speed with which 


12 the policy operates in the system and that there is 


13 a case for the monetary authorities to try to precede 

14 the turn-around. 

15 MR, BERNSTEIN:, ,Yes. .L-think, in.fact, that if 
16 this sentence had been elaborated more carefully by 


17 me -- and the rest of the paragraph, and that is what 


18 I have been looking at -- it would have made the 


19 observation that depending upon the environment you 

20 have been working in you would have acted before the 

21 turn in the cycle had occurred. 

22 In the 1957-58 recession, which began in 1957, 


23 the monetary authorities of the United States were 
44 genuinely disturbed by the inflationary pressures that 
25 had preceded the downturn of business. In the last 
26 year preceding the downturn-- that is, in the year 


27 1956 to 1957 -- the increase in prices was greater than 


with 
28 the increase in real output,/a 3 per cent increase 
29 in prices, Therewas only a 2 per cent increase in 


30 real G.N.P. Because,of this, the authorities felt 
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there was too much inflationary pressure. That is why 

the Federal Reserve authorities really did nothing 

to ease credit until the beginning of 1958, which 

was only four months before the end of the recession. 
Until December of 1957 the eaSing of credit 

came from a decline in loans rather than from an 

increase of reserves. It was only in the last four 

months of the recession that the Federal Reserve took 


active steps to ease credit and stimulate recovery. 


I think we can say that the United States today is in 
no danger of inflation; there is no possibility 
that an increase in aggregate spending would contribute 
to a' significant. rise in prices. Nearly all of it 
would contribute to an increase in output. In the 
recession that began in June, 1960, the monetary 
authorities began to ease credit around February and 
by the time June came,the beginning of the downturn, 
the banking system was no longer in debt to the 
Federal Reserve. This is speedy monetary action. 
All through this cycle, credit has been kept easy 
despite the outflow of funds from the United States to 
foreign centres. 

If you ask whether this bolder expansion 
of credit is a better policy than that of holding back 
the easing of credit until the recession has begun 
and has made some progress, I would say that it wees depend 
on the environment. This is a better credit policy 
for this environment. The credit policy of 1957 
may have been a better policy for the other environment, 


although I am not sure of that. There was a tendency 
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1 to see a great danger of inflation in the United 

2 States for about a year after the danger had disappeared. 
3 Credit was tightened too quickly in 1959 and that was 

. a mistake. 

: If you are asking about the future, then what 

° we want is prompt action and, if possible, early action, 
‘ as we can sometimes foresee a change in aggregate 

8 economic activity by the flattening out of industrial 

9 production. I think that we should have a rather 

10 earlier change in credit policy in the future. 

11 COMMISSIONER LEMAN: Would you also say that 

12 the earlier you act the less violent you need to be, 


13 and that has merit too? 

it MR. BERNSTEIN: I think that is correct. 

15 And if action is taken earlier, and if there is a positive 
16 effect from an easing of credit policy -- and I believe 

17 there is -- that we can probably shorten the period 

18 of contraction and possibly lessen the amplitude 

of the decline in economic activity. 

In the United States and Canada, residential 
construction for a long time during the 1950'S was so 
responsive to changes in interest rates that there 
was a cyclical increase in residential construction 
rate in the latter part of the recession. This 
helped start the recovery. If action on monetary 
policy had been delayed for a while, it might have put 
off recovery for another two or three months. I think 
there is much to be said for early action. I would 
rather have early action than deep action. 


COMMISSIONER LEMAN: What I am leading up to, 
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Mr. Bernstein, is to ask you if we could list what 
you refer to inthe next paragraph, paragraph 37, as the 
ordinary operations of monetary policy. From the U.S. 
point of view, the ordinary tools used are which? 

MR. BERNSTEIN: In the United States? 

COMMISSIONER LEMAN: Yes. 

MR. BERNSTEIN: The most important tool is 
open market operations, Another important tool is 
the discount rate, although it is more important 
in restraining expansion than in inducing recovery 
from a recession, Nowadays, the operations of the 
monetary authorities in different sectors of the 
securities market -- that is to say, whether they buy 
long or short securities may also be of some 
importance in acting on the structure of interest 
rates, 

COMMISSIONER LEMAN: It being long or short, 
I would like to get back to that a little later. Have 
there been studies made in the United States as to 
how fast these various weapons of monetary policy 
do in fact act in getting right through the system 
and influencing what you are trying to influence, 
the real spending of the people? 

MR. BERNSTEIN: Of course, we all recognize 
how quickly open market operations act on the 
availability of credit. Now, a greater availabili y 
of credit in a recession just a statistical datum, or 
4s there some quick response elsewhere? I have not 
seen any studies of that. I have pointed out that 


lower interest rates and easier mortgage terms were very 
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effective in stimulating residential construction in 
recession until 1958. The reason that residential 
construction behaved so remarkably in response to 
monetary policy is that we had an enormous backlog 
of unfilled demand for housing during the greater part 
of this period. More recently it has not been quite 
that way. Residential construction may be turning 
down in the United States at a time when mortgage 
money is more plentiful than at any time in this 
eycle. 

It helps to have an environment in which 
real demand will respond to the interest rate. In the 
50's it worked in residential construction. Quite 
possibly the local authorities,the municipalities and 
state governments who are very large borrowers in the 
United States, respond igquickly to the changes in the 
capital market induced by monetary policy. 

COMMISSIONER LEMAN: But is it possible 
to put any real quantitative terms to this, in terms 
of months or weeks, or something like that? 

MR. BERNSTEIN: I think that long-term 
interest rates, including the rates on mortgages, 
will respond quickly to a change in money market rates, 
that is credit policy, and in the case of bonds, 
interest rates may even anticipate a change in credit 
policy. I cannot estimate how much effect this has 
on investment, although we know it encouraged a quick 
recovery of residential construction in the past. 
I believe there are sectors of the economy which are 


quickly responsive to better terms in the capital market, 
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t These are not the biggest sectors of the economy , 
2 and the amount of the response certainly is not enough 
3 to overcome the recession, but it is enough to make 


4 a flexible credit policy helpful. 


5 COMMESSIONER LEMAN: You would like to 

6 accelerate it, if you could? 

7 MR. BERNSTEIN: Yes, certainly. 

8 COMMISSIONER LEMAN: Is there any relationship 
9 between the violence of the action and the speed with 

0 which it produces its effect? 

_ MR. BERNSTEIN: With a 6 per cent short-term 

‘a rate --- 

. COMMISSIONER LEMAN: You are still talking of 
sin the 2 to 4 per cent? 

5 MR. BERNSTEIN: Let me make sure I am clear. 

16 To go from 6 per cent one per cent -- or for the United 
17 States, say, from 44 to one per cent in short-term 
18 money, will bring a bigger rise in the prices of bonds 


19 than a drop of from 4 to 2 per cent. The bigger the 
20 rise in the prices of bonds the more attractive it is 
21 to issue bonds and spend the money and the more attractive 


22 it is to certain financial institutions to lend on 


better mortgage terms instead of buying the bonds. But 
the difference in effect between the one and @ per 
cent rate in recession is really very small because 
the one per cent, particularly, lasts a very short 
period in the cycle. 

Take the contraction of 1957-58. Suppose 
it started in July. You had four months in 1958 when 


the yield on U.S. Treasury bills was at or below 
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one per cent. It is a very short period in which 
this low rate acts on bond prices or!the long-term 
interest rates. 

If the period of cheap money is so short 
and expectations are complete on what the long-term 
interest rate will be, I do not think the difference 
between one per cent money and 2 per cent money can 
be very significant. 

Shall I make an estimate for you. of the 
difference between having one per cent for four months 
and two per cent for four months, and its significance 
in relation to the price of bonds? 

In the case of a bond selling at par, having 
the short-term rate go down to one per cent for three 
months instead of two per cent, that would make a 
difference of, roughly, a quarter of one point 
in the price of the bond. As a practical matter, 
the rise in U.S. Treasury bond prices was as great 
in 1960-61 with bill yields over 2 per cent as in 1958 
with bill yields down to one per cent for three months. 

COMMISSIONER LEMAN: But if we visualize 
the monetary action as being quick, why not assume 
it would have been, and that your monetary authorities 
had brought the interest rate down to one per cent, 
right from the beginning, right at the turn around -- 
let us say, July, 1957? How long would it have | 
stayed down at one per cent then? 

MR. BERNSTEIN: The real question is this, 
is it possible for the monetary authorities in the 


one month following the end of the reference cycle 
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to bring short-term rates from 4 per cent to one 
per cent, and then continue it at one per cent for 
Seven months, or even eight months, and then as 
soon as the recovery begins let it go up to 4 per 
cent or more when expansion is well underway ? Is 
that the policy you have in mind? 

COMMISSIONER LEMAN: Yes. 

MR. BERNSTEIN: I think that a sudden drop 
from 4 per cent to one per cent would make some of 
these people who have subscribed to treasury bills 
in the weekly auction when they were 4 per cent feel 
that they have been somehow cheated, because if it 
drops in the next month to one per cent, they could 
own the bill for two of the three months, and then 
sell it for an actual loss in cash. I do not think 
much would be gained from that. 

THE CHAIRMAN: It is the other way round. 

COMMISSIONER LEMAN: Yes, it is when you 
go from one to four. 

MR. BERNSTEIN: I am sorry. I meart when 
credit policy turns around and bill yields go up from 
one per cent to 3 and 4 per cent. I heard complaints 
in New York in July, 1958, when one New York bank told 
me it had bought treasury bills and then found, a 
week or two later, that they needed money for loans 
and lost on its treasury bills because it had to. sell 
them after yields rose quickly. I think that in practic 
there is not much to be gained by suddenly changing 
the money market in large steps. It takes time to 


move funds in an orderly way into the market, and it 
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takes time for their movement into the market to operate 
on treasury bill yields. You do very well if, within 
a month after,the monetary authorities have decided 
to act on the money. market rates. 

But let us take the figure that you have 
given us, again. Suppose we succeeded in keeping 
the rate at one per cent for eigh months instead 
of three months, at one per cent instead of two per cent 
what would be the difference in the price of government 
bonds that this would imply? This would make a 
difference of around twenty-two thirty-seconds in 
the price of a government bond -- say, two-thirds 
of a point. That is, instead of rising six points it 
would rise seven points. This is not insignificant. 
I am sure that some borrowers would feel it is well 
worth having the extra point. That would be its 
effect if you could make it at one per cent for the 
whole period of the contraction, and then resume 
the higher rate, at 2 or 2 or 3 per cent. 

COMMISSIONER BROWN: On this, I think it 
was Lord Cobbold who made the point that changes 
operated in the other direction, in the sense that 
they get the reaction when they tighten money, and 
that when they loosen money it is a much more gradual 
process. Could you give us a picture at the other 
end of the scale? 

MR. BERNSTEIN: I do not believe that in 
the United States we could say that. It is quite true 
that in the United Kingdom, where the bank rate counts 


for so much, it is done that way. In the United States 
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I would say that the processes of open market operations 
lowers money market rates quickly and sharply and 
raises money market rates gradually. I think the 
process is a rather gradual one in the United States, 
and it is closer to what you have suggested. 

The United Kingdom may let the money market 
run along at 4 per cent or 44 per cent bank rate 
until they decide they cannot wait any longer for the 
balance of payments to improve, and they have a sudden 
rise in bank rate to 6 per cent. On the way down 
they usually go down by stages of half of one per cent. 

In the United States we do not depend on 
the Federal Reserve discount rate to be the active 
factor in easing or tightening credit. In a period 
when business appears to be turning down the Federal 
Reserve may put $500 million into the market in the 
course of two or three months. This allows the 
banks to move out of a position of indebtedness into 
a position of free reserves. The banks buy Treasury 
bills and bonds and that forces down interest rates. 
After a period of expansion, the Federal Reserve 
may decide to tighten credit and the technique is 
much more delicate. They let the demand for bank 
loans go up, and keep giving a smaller fraction 
of resources that the banks need to meet the To 
for loans. As a result the banks sell Treasury bonds 
and bills in order to increase loans. This forces 
up interest and forces down the price of government 
bonds. It is also accompanied by borrowing from 


the Federal Reserve Banks perhaps at a higher rate. 
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recession. This is, after all, what you have asked for, 
but it does not operate as much on the interest rates as 
yOu suggest it should. 

COMMISSIONER LEMAN: I think I can be quite blunt 
in my question. I gather that you are quite confident 
that even for very short cycles you do not miss the very 
low rates, and there are not sufficient lags in the way 
monetary policy is administered in the United States that 
you miss them or apparently miss them. 

MR. BERNSTEIN: Do you mean, could we offset 
recessions with a bolder credit policy? 

COMMISSIONER LEMAN: Yes. 

MR. BERNSTEIN: Not very much more than we do at 
this time. We have used our monetary policy to moderate 
cyclical changes, but the view we can offset them seems 
far fetched. Could we cut in half the amplitude of the 
cyclical fluctuations? I would be doubtful of it, because 
in the United States and Canada the amount of decline in 
over-all economic activity in a recession is very little 
for a very short period. 

Suppose the unemployment rate were a true measure 
of the decline in economic activity -- 1 mean, a measure 
and not an indication. Suppose that unemployment goes 
from 4 per cent to 7 per cent. That is the same thing 
as saying that economic activity has gone down from an 


index of 96 to an index of 93. That is a small drop 


in economic activity. If you look at the Gross National 


Product during a recession in the United States 


you will not see it until you get 
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out the rise in prices and put it in real terms, 

in constant dollars, and then you only get a decline 
or a flattening out for two or three quarters, 

You do not get so much decline in over-all economic 
activity. What you get is an aggregate decline 

that is very small, but concentrated in a few 
places in manufacturing and construction. It is 
hard on those industries and on the people working 
in those fields, 

How much you could change that, I would not 
be certain. I doubt that you could cut the decline 
in half in these sensitive sectors. You cannot get 
people who are beginning to doubt an uninterrupted 
rise in the economy to borrow and buy, say, automobiles 
on the same scale when there are indications the economy 
has begun to slow up. We have to act on aggregate 
demand and hope the response will then be to minimize 
the decline in spending on durable goods and construction. 
That is not easy to do merely with a very easy credit 
policy. 

We can improve our performance, I have no 
doubt, but the trouble there is not that we have not 
been bold enough in coming down to a yield of one 
per cent on Treasury bills. I do not know whether it 
is any longer in the capacity of the Federal Reserve 


to bring the yield on Treasury bills down to one 


per cent. The technique of bringing Treasury bill 
yields down to one per cent is the same as bringing 
yields down to 2 per cent, only more of it. 


More reserves have to be put into the banking system. 
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But, suppose you have an economy that 

2 is very sensitive to alternative methods of holding 

3 liquid assets, and particularly sensitive to putting 

4 the money into savings deposits or time deposits, or 

5 sending it abroad. Then as the Federal keeps 

6 pushing the bill yield down towards 2 per cent the respomse 
Z in shifting funds into time deposits and Sending money 
8 abroad becomes greater, but it is Still moderate. And 
9 when the bill yield gets near 2 per cent as the 

10 Federal keeps on putting in more reserves to bring 

11 the bill rate down, the elasticity of substitution 

12 of other liquid assets for Treasury bills is so high 

13 that the yield does not get down below 2 perecent. 

14 That is the situation today when banks are offering 

15 better interest rates on time deposits and corporations 
16 have become very wise in ways of earning more on their 
17 idle funds because of higher interest rates. The effect 
18 of the elasticity of substitution of other liquid 

19 assets for Treasury bills at rates below 2 per cent 

20 is so great that monetary authorities may not be able 
21 to push the rate down below 2 per cent. If they try 

22 to do it they will have to create so much in the way 

23 of free reserves, which will divert so much more into 
24 time and savings deposits and into capital outflow, 
25 that it would not tie their hands on future monetary 

26 policy. The immediate problems would be ovenwhelning: 


27 So, we are talking about something which the monetary 


28 authorities can no longer do. 
# COMMISSIONER LEMAN: Mr. Bernstein, you 
x hdve described to us how there are certain more 


sensitive sectors of the economy to these movements 
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in interest rates -- some sectors are more sensitive 
than others -- and you gave examples such as house 


building and municipal expenditure, and so on. Would 
you say that the monetary authorities should not try 
to keep their eye on specific responses in specific 
sectors? 

MR. BERNSTEIN: I would think it is 
always true that if the monetary authorities merely 
look at aggregates without looking at the constituents 
they will not be fully aware of the behaviour of the 
economy. It is essential to look at the constituents. 
To try to influence aggregate economic activity 
they ought to know just what is being affected, 
because that will make for more intelligent monetary 
policy. 

COMMISSIONER LEMAN: I had something more 
to ask precisely in line with that. What I meant 
is under a certain set of circumstances would 
they change their policy in order to influence a 
certain sector, and in other circumstances have a 
slightly different policy to influence a different 
sector? 

MR. BERNSTEIN: I think by and large if 
the monetary authorities are satisfied with the aggregat 
behaviour of the economy they arevery unlikely to 
change that policy because they are er ere re one 
sector, unless, as we now know, that sector happens 
to be exports. If one industry is not doing well, 
say textiles, but the economy as a whole is at a high 


level of activity, the monetary authorities cannot keep 
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1 easing credit until that sector is booming. But if 

2 construction and equipment industries are doing poorly, it 
3 may be desirable to see whether long-term interest 

4 rates can be brought down somewhat. 

5 COMMISSIONER LEMAN: Could I ask you to 


6 comment on the different thinking that has evolved, 


7 especially in the United States, on this question of 


8 operating strictly on the short-term or long-term 

9 interest rates? I understand that there was 

10 practically unanimous agreement some time ago that 

i it should be a "bills only" or a "bills preferably" 
policy, and that other ideas have evolved in this field. 
13 


Can you describe for us what has been the thinking 


it behind this change? 


15 MR. BERNSTEIN: Until a year or two ago 
16 the Federal Reserve operations in the open market 
17 were almost exclusively the sale or purchase of Treasury 


18 bills. This was called either a bills only policy by 
19/ people who did not like it, or a bills preferably 

20| policy by those who did like it. 

21 The Federal Reserve can put money into the 

is narket or take it out -- it can put money in by buying 
Treasury bills, and take money out by selling Treasury 
bills -- with a minimum effect on the prices of 
particular securities, as distinguished from the 

level of government bond prices, by dealing in Treasury 
bills. Because of the ease of substitution of Treasury 
bills and other securities, the Federal Reserve 
authorities can put more money into the market or 


take more money out of the market through Treasury bills 
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without distorting the relationship of security 

prices of different maturities. When money is put 

in the market through Federal Reserve purchases of 

Treasury bills, there will be an increased demand 

for other Treasury securities as investment institutions 

or dealers move from 3-month Treasury bills to 9-month 

Treasury bills, and bid them up, and others might move 

into another maturity a little longer, say three years. 

So, by successively substituting maturities and inducing 

Small changes in price the market absorbs the new 

money put in by the Federal Reserve with a minimum 

of disruption of market relationships, but with the 

desired effect on the whole pattern of interest rates. 
The policy that the new administration favoured 

was keeping long-term interest rates low to stimulate 

investment, but to hold up short-term interest rates 

to limit capital outflow. There was general agreement 

in the Treasury and the Federal Reserve on this policy; 

but the question was: Is it possible to keep up 

short-term rates moderately while long-term rates 

are kept low relative to their usual cyclical 

relationship? This has happened. Short-term rates 

in Treasury bills have been around 2-3/4 per cent 

recently. They were as low as Qt per cent during 

part of the recession. The long-term rates on governmen 

bonds have been between 3.90 and 4.10 per cent, but 

they have never gone up as high as they were in 

the expansion of 1959-60. 

The Federal Reserve has been acquiring 


maturities other than Treasury pills. The Treasury 
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itself has also been shifting the composition of its 

borrowing. What it has done is to borrow more short- 

term money, less one-to-five-year money, but also 

more five-to-twenty-year money. The Treasury has 

contributed to holding down long-term rates relative 

to short-term rates by its borrowing policies. The 

Federal Reserve has also made a contribution to the 

changed relationship of free reserves, Treasury bill 

yields and bond rates. But the Treasury and the 

Federal Reserve were able to do this because the market 

is forcing a closer relationship of short-term and 

long-term rates through outflow of funds and substitutio 

by investors of longer maturities for shorter maturities. 
Actually, the level of free reserves has 

not been significantly different in this recession 

from what it was in the previous ones. But bill rates 

never went very low. This appears to prove they 

could not have gone much lower except by a vast increase 

in the liquidity of the economy. On the other hand, 

the Federal has kept the free reserves rather large 

for this stage of the cycle with over $300 million 

of free reserves in the nineteenth month of expansion. 

That is a very good record. It has not happened 

before in the post-war period, and this 

has been done without any significant cyclical rise 


in long-term interest rates. 

My conclusion is that we have not had 
very much rise in long-term interest rates because 
the investors have the expectation, and I think 


the proper one, that there is no longer a rising trend 
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in long-term interest rates as the liquidity of 
the economy will not be reduced. t 
What brought long-term interest rates up 
Sharply in 1959 was the feeling that there 
was an upward trend that had not reached its limit. 
Now that the trend has reached its limit there is 
no reason why anybody should be worried about too large 
a change in the prices of government bonds. 
Similarly, there is not much reason to 
hesitate to substitute one type of Treasury security 
for another at any significant difference in interest 
rates. They are very good substitutes for each other 
now -- Treasury bonds, notes, and bills. Their yields 
have come closer together, and I think one reason 
is that expectations are for greater stability of 
interest rates generally. In such a period short-term 
rates must come nearer the long-term rates, 
COMMISSIONER LEMAN: Another thing that 
other central bankers in other countries seem to 
believe in as an instrument of monetary policy is 
this business of shortening and lengthening average 
government debt. Is that only possible where such 
debt is relatively small, and impossible when it is 
so massive as it is in our North American countries? 
MR. BERNSTEIN: I think it is much less 
important in the United States than in Europe, but in 
Canada it may be a little more important than in the 
United States. 
In the United States, the role of the 


Treasury bill as a liquidity instrument is much less 
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than it is in Europe. In Europe banks regard the 
Treasury bill as a substitute for cash. In the United 
States the Treasury bill is a substitute for other 
investment and other lending. The requirement to keep 
a cash reserve by banks is not met in the United States 
by holding Treasury bills. As the need for liquidity 
by a bank does not much exceed the legal reserve 
requirements, when a U.S. bank buys Treasury bills 
it is essentially because it knows of nothing 
better to buy. On the other hand, an English bank 
buying a Treasury bill feels its liquidity has definitel 
not been impaired, and it can just as freely create 
more credit for lending purposes. I would say in the 
United States, therefore, we do not have to be much 
concerned about having a larger proportion of the 
debt in short-term paper. 

I am not disturbed by the fact that the 
short-term debt of the United States has increased. 
I have also indicated that our long-term debt is 
a larger proportion of the whole. What has declined 
is the intermediate debt -- the debt between, say, 
one and five years. The average maturity of the 
marketable public debt in the United States has been 
increased to nearly five years, even though there has 
been a large increase in the issue of Treasury bills. 
At the same time, through advance refunding, the 
outstanding long-term debt has increased even more. 
The combined effect has been to lengthen the average 
maturity of the public debt. 


THE CHAIRMAN: What is the average? ‘ 
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MR. BERNSTEIN: It is about four years 
and eleven months. 

COMMISSIONER LEMAN: I gather you would 
not regard it as an important instrument of monetary 
policy as such -- this process of lengthening and 
shortening? 

MR. BERNSTEIN: No, I do not think it 
is of great consequence in the United States. 

COMMISSIONER LEMAN: With the size of the 
United States debt it would also be very difficult 
because you could not move very, very fast? 

MR. BERNSTEIN: The debt has a eetavl capacity 
to become shorter and shorter as it is in the hands 
of the public, because the shortest matures, and the 
longest comes nearer to maturity. Therefore, we can 
always shorten the average maturity of the public 
debt simply by not issuing long-term bonds. The 
temptation to do that was much greater in 1959 than 
it is now, because in 1959 long-term rates were 4+ 
per cent, which is the ceiling on the coupons of the 
bonds that the Treasury can issue, In 1959, the Treasur 
was compelled, even against its will, to move into 
the shorter area. As government bond yields have 
been much more stable around 3.90 to 4.10 per cent, 
the inducement to issue longer term bonds through 
advance refunding has become greater. 

COMMISSIONER GIBSON: Mr. Bernstein, I shall 
have to demonstrate my ignorance on this question 
of the effect of monetary policy, particularly in regard 


to its influence in restricting demand. At times you 
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1 Said that American policy generally was fairly 

“ moderate -- going up gradually. This applies to the 

3 present circumstances? 

MR. BERNSTEIN: Yes. In previous cycles 

the Federal Reserve acted rather quickly to restrain 

: demand -- within a few months after the expansion 

: was well marked. Take the case of the 1958-60 expansion 
$ You will remember the great fear there was that this 

2 was going to be a deep recession. Within six months 

” after the recovery began the free reserves of the 

11 banking system were exhausted. 

sn COMMISSIONER GIBSON: The point I would like 
13| to develop a little more is just how exactly this works. 
14 We have heard, many people have told us that an increase 
15 in interest rates has practically no effect at all. 

IG We have heard this from financial corporations am 

VW municipalities and economists, and one person told 

a us -- Dr. Holtrop -- that he felt when you had sharp 

= increases(and he was talking in terms of the discount 

= rate) expectations would develop that money was going 

- to be hard to get and also that it would cost more, 

7 and that this led quite a few people to actually 

2 postpone investment plans, and So on. TI can see that. 
- I also felt that the idea of a moderating influence 

- is probably right, but I wonder if you could give 

- a few more illustrations as to how this works on 

a the margin, because you said a few sectors of the 


28 economy are significantly affected by changes 
a in policy and the burden falls rather heavily on them. 


30 Why does it fall heavily on them when this is just 
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a modest change in interest. Is it the interest 
effect that has done it? 

MR. BERNSTEIN: In the cases I mentioned, 
interest is really the big element of costs. The 
role of interest in the cost of providing housing 
is relatively high with respect to the total 
cost of providing such services. The role of 
interest rates in providing electric power and. other 
utility services is rather high. Similarly, interest 
is important in all public construction. 

| COMMISSIONER GIBSON: Somebody will tell 
us that they have to have a school that year, that 
“% 
there are so many children around and even if it 
costs more they will do it --- 

MR. BERNSTEIN: That is important and even 
decisive in providing school facilities. But the kind 
of building that is put up, how much is spent on it, 
probably is affected by the cost of borrowing money. 

THE CHAIRMAN: Of course, in this province 
the government pays a very large portion of the cost 
of the new schools, so it wouldn't have quite as 
much effect. 

MR. BERNSTEIN: Well, Mr. Chairman, if 
the decisions as to undertaking the investment and 
bearing the cost of the investment have been completely 
separated you may have no connection between the 
interest rates and a decision to invest. 

MR. CHAIRMAN: The decision is by the local 


authority of the province. 


MR. BERNSTEIN: I think that makes a difference. 
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1 But in residential construction, of course, you 

2 understand that the situation is not the same. I don't 
3 rest the case for the effectiveness of monetary 

4 policy exclusively on the fact that there are some 

5 sectors that are very sensitive to the level and 

6 prospective level of long-term interest rates. We must 
7 admit that when a manufacturing firm must project 


8 for at least five years ahead what it is going to do 


9 with the output from an investment it undertakes, 
10 how the market is going to be, and what the raw 
11 material prices and the labour situation will be, the 


12 critical point is not whether they have properly 


13 estimated the role of 5 per cent or 4 per cent money 
14 in such a decision, 

15 On the other hand, suppose that you have 

16 created enough expectation that interest rates, 


17 though very high, are bound to be lower later 


18 because they are very high now. Can that lead 


19 them to put off investment for a time? 

20 I suppose that there is no borrower in 

21 the United States,apart from the government, that 

22 can raise money as easily as the American Telephone 


and Telegraph Company. Yet in 1959 when money got 
tight, many subsidiaries of the American Telephone 
and Telegraph Company announced that they were 
postponing the issue of bonds until the market had 
settled down. They put off for six and nine months 
the raising of this money. It is possible that in 
the meantime they may have gone ahead with most of 


the construction they intended, but it is more likely 
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that they actually put off some of the investment, 
too. 

I think it is clear that public utility 
managers, considering the big role that interest 
rates play in their business, can be persuaded to 
postpone some investment if we create expectations 
that interest rates are so high that they are bound 
to be lower later. Companies and local governments 
may put off the issue of new securities for three 
months nowadays even when there are minor fluctuations 
in the bond market. 

COMMISSIONER GIBSON: This is when things 
are a - Little’ less ‘urgent, but when tt ts’ strong 
it has much -less effect. 

MR. BERNSTEIN: That is quite so. The 
first rise in interest rates may induce people to 
say, "Money will go so much higher, we had better 
borrow now ." 

THE CHAIRMAN: The cost of construction might 
rise in the interim. 

MR. BERNSTEIN: Yes, and this is quite a 
problem, Mr. Chairman, of the environment in which 
monetary policy is made. In an environment of rising 
prices and rising costs it is extremely difficult to 
induce people to put off investing; but in that 
case, Mr. Chairman, the mere unavailability of money 
may stop them. If the builder goes from bank to 
pank and they all tell him, "We don't have any 
money," that may stop him, even if he were willing 


to pay the interest rate. 
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COMMISSIONER GIBSON: What about the effect 
of people borrowing from banks for inventories, 
receivables, and so on, in that area? 
MR, BERNSTEIN: Well, I think we have 
changed our minds a little on that. Once, the 
British theory of business cycles, as you know, revolved 
about the concept that the merchants were so sensitive 
to interest rates and the holding of inventories, 
that the cycle resulted from the response of inventories 
of merchants to the action of the banks on credit. 
I think we must regard that as less significant. 
Nowadays the significant element in determining 
the extension of commercial credit by one firm to anothe 
is the level of business activity, not the credit situation. 
I don't thin, for example, that any firm is induced 
to give less credit to a customer because money 
is tight. But I think there is a possibility 
that business firms will hold a little less inventory 
when money is tight and this has a marginal effect 
on business activity. I think that short-term 
interest rates and the availability of credit act on the 
inducement to hold inventories. Even so, inventories 
are more sensitive to sales and to production, 
particularly to expected changes in sales and production 
than to credit conditions. My inclination is to put 
the significance of the short-term interest saad 
for the domestic economy primarily through its 
impact on the long-term interest rate. Of course, this 
is apart from the international significance of 


relative short-term rates for capital inflow and outflow 


ae a) om tg 
i sa a ay , 
tostio edd dwods tsdW sWOCHID MAMOTe2IMMOD Ph, 
eetrotnevat tot extasd mort gatwottod elqosq to 
| esors Jedd af .mo oa bas ,eeldsvisost 
eved ow Matdd I .{ffoW :ALeTeuAaa .AM 
edt .9om0 .dsdst no sltdil s abaim two begnsno 
beviovex .woml voy es ,asloyo aeenteud to yroodd defo ica 
evittenesea os sisw adnsrotem odd dedd dqoomoo eat tyods 
~asisotmeval to gatbfod edd bas aster sasrstalt ot 
ern to semogasi sdt mowt betivees sLoyo sat tsdd 
| Jibsts no aNasd odd to mottos edt of etasdorem To 
.topottingte aasl es tsdd bisger daum sw Naltdd I 
jantatmtssob nt tnomefo gasottingis osdt ayshswok 
‘ondtons ot amt? eao yd dibeto I[stotremmoo to aeltenstxe sit 
Wistsudte ditbsro sdd ton .ytividos aeenteud to Level edd at 
beoubak at mutt yas tedt .ofgmsxs to% .atdd ¢'nob I 
yonom seuysosd temotaso s ot tibexo easel ovig of 
ytifidtesoq s alt exedd xatdd I dead .ddgit el 
ytodnoevat easel eldsil s blod [ftw amilt eeentaud gst 
tostte Isnigism s asd aidt bis ddgtt ef yonom noriw 
mrst-tiroda isdt Aatdt I .ysivisos asentaud no 
jods mo tos vipseto to ywifids{isvs edd bas asisr teorsint 
esitotmevat .oa neva .eeitodmevat plod o¢ Jasmooubat 
,motsjouborg ot bos gelse ot evitdtanse stom ots 
|notsouboxg bas aelsa al segnsdo bstosqxe o¢ ylusivold1sq 
| tug ot af sottenttor: Wi .anottibaos tipero o¢ asdi 


| eter teoretat mied-troda odd to sonsottingate odd 


atk dguoudd yLivsmtiq ymonmose ottaemeb sAt 102 
, ; 

j afdd .satyoo 10 stax tastotat mrst-enol edd mo tosgqmt 

wi 22 sonsolitingle Isnolisnisint sedi mett daisqs at 


so bas wolint ([siitqss tot seds must¢-duode svitsler 


Nethercut & Young = 4493 z= 


Terente, Ontaric 


But short-term rates as such do not have a Significant 
effect on employment and production. 

COMMISSIONER GIBSON: What about the question 
of availability of credit as opposed to greater costs 
which are likely in the short-term area? In other 
words, when the rates are increasing and money is 
getting tighter, do you regard the fact 
that banks try to dissuade the customers from 
asking for more as adding to the effect of the 
higher interest rate? 

MR. BERNSTEIN: I don't know why we have 
to try to set one off against the other. 

THE CHAIRMAN: It should all be reflected 
in the price, but in practice it is not so? 

MR. BERNSTEIN: No, because banks are not 
allowed to operate exclusively by way of price. 
Everywhere there is some limitation on the rate of 
interest that banks can charge. The banks can try 
to offset that in part when money is tight by reducing 
the risks attached to their average loan; it is 
much easier to cut off the fellows with a lower 
credit rating when banks have to ration credit, but 
can't raise interest rates above six per cent. I 
would say that the availability of credit is on the 

short-term 
whole probably more important than the/interest rate 
in acting on the level of business activity. | 

COMMISSIONER GIBSON: This would depend on 
whether or not the interest rates were fairly flexible? 

MR. BERNSTEIN: Yes, it would depend upon 


the range of interest rates we are talking about. 


4 


=) 


a 
iO 


; 


=, 
J 


fi 


¢. 
| 


| 


7 - : ] _ 
, os r, 7 5 
wi ~-Onp - sai Rial i 
' : _s ~~ 
7 - _Ss . or yg ® A id ' 
sa si 


‘ : 
— an v - 
lnkok el = * 
aya" - > = 
= — a 
7 ii sini 
d leg 


tasoltiangta s svsd ston ob dove es eodet mrret-trore Brea 


lottouberq bas tnonnroLqnts no tootts — fs 
aottesup odd tyvods ¢sdW <:MOS88SID ABMOTSeIMMOO = . 
ateoo rstse%s ot besoqqo as tibero to ytiifds{[isvs to 
yeito aI %ssis mrec-dtroda odd af yfouwtt ets dotdw 
et yenom bas gatesoront sis astst edt asdw ,ebtow 
gost oft bisget voy ob yteddgis gotides 
mort eusmodevo edt sbsveeib od yas exasd dsdd 
edt to tostts odd of gaibbs as stom 10t gaindes 
foster taotedat tedytd 

svsd sw ydw wonwd v'nob I WIET AMA AM 
.rodito edt tgantsss tito emo toe of yrt oF 

bsvyoelter od ifs biyode $I :WAMAIAHD ART 
Goa gon al dt soltosig ai tud ,solug odd at 

ton ems evdasd sepsosd .of :WISTAMARa JAM 
.soitg to ysw yd vwlovieuloxe stistreqo ot Dewolls 
to otst odd mo noltstimi£ omoe ef sisdd svroedwyiovd 
yat aso anned saT .sarsdo mso aetnsd ted? teoredat 
gatoubet yd dadgigy ef yenom nodw gasq nt gsdi teetto ot 
ai JE jzasol egetevs ttedsd ot bedostds aveia srid 
sowol s doiw awolf{st edd Tto tuo od telase doum 
stud ~ttbeis aottex o¢ eved edasd noedw gaits diberto 
I ,émeo t9q xtea svods eaestist gaousdnt satsix c'aso 
edt mo at ¢ibero to willdsltevs odd Jedd yse pluow 

mret~ trode 

ster destodat\eid asdt tasttogmt stom yidsdoiq eLoriw 


-Wivitos geenteud to Lovell edd ro anigos ai 


mo basgqsb biuew aldT isKMOBaID ARWOTeeIMMOD 
* ; 


‘Soldixelt \Yitist stew asts1i Jastedat edd gon to teddsdw 


ttoqy basqob Sivow $f .asY :WTHT@MAaa 1AM 6 


p42 Sty .duodaigabites exe ew Bodex geotetmt to ognet ort 


Nethercut & Young oF HUOY = 


Terento, Ontario 

But if banks can't charge higher rates and ration 
credit to their customers, there are other lenders 

in the United States that will make loans at very high 
interest rates. This is what happens when some 
business firms can't borrow in the United States. I 
don't know whether it can happen in Canada because 

it may be that your legislation is far more restrictive 
than ours on interest rates. We were talking about 
money and near money, and I think it might be well 

to see what happens in the United States when the 
banks don't have available loanable funds. 

The marginal borrower who has been turned down for a 
bank loan goes to a factor who will take off his 
hands -- with or without recourse -- his accounts 
receivable. Or the marginal borrower will find a 
lender who will give him credit on his inventory, 

and the borrower will pay for this 10 and 12 per 

cent in interest rates. This means that the unavail- 
ability of credit is associated with much higher 
interest rates elsewhere but not at banks. Borrowers 
who must have money will pay these high rates. No 
credit may be available between 6 and 10 per cent -- 
but when credit is unavailable at banks, you really 
have imposed on many borrowers an alternative of 10 
per cent, and that is very restrictive. 

COMMISSIONER GIBSON: I have one more question 
which I would like to ask. When we broke up at the 
recess this morning you had just started to give us 
an analysis of the Canadian situation as you saw 


it and you were talking about the structural problems 
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and you gave us a very interesting analysis of the 
American balance of payments situation and you were 
talking about the Canadian situation and stated 
that it was rather different. I wonder if you 
could finish that one up, because it really never 
got going. 

MR, BERNSTEIN: The Canadian economy is, 
as we all know, a high income economy because it is a 
high output economy. It is an economy that had an 
enormously rapid rate of growth, say, between 1946 and 
1956. This was a period when the whole world was 
under inflationary pressures, and inflationary pressures 
indicate that the economy doesn't have the resources 
to provide for all the investment and the consumption 
for which there is a demand. 

Now, during a period like this a rapidly 
growing high income economy with a growing population, 
must provide equipment for workers and more housing 
and consumer durable goods. Such an economy will 
be hard pressed for resources to maintain the level 
of investment the community is technically capable 
of undertaking and businessmen are economically 
prepared to undertake. I think that that was the 
case in Canada. 

Canada very generously provided large 
resources for Europe at a time ee its own needs 
were very high, around 1946 to 1949, This was a period 
in which your own needs were rather great, but the 
availability of capital from the United States was 


limited. You did not get much capital inflow until 
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1950 and 1951. But then came a flood of capital 
beginning in 1956 -- from $1 billion to $1.5 billion 
a year between 1956 and 1960. 

The per capita income in real terms in 
Canada must have been about 30 per cent higher in 
1960 than it was in, say, 1950. In 1960 when you had 
a much higher per capita income you were getting a very 
large part of your resources for investment from 
abroad -- nearly 33 per cent of the Gross National 
Product and almost 20 per cent of your gross private 
investment. This is in an economy which was 30 
per cent richer per capita than in 1950 and in which 
aggregate demand was not pressing on your resources. 
In 1950 when you were poorer and had a great shortage 
of resources, you were only getting $334 million of 
capital inflow constituting less than 2 per cent 
of the Gross National Product and about 10 per cent 
of your gross private investment. 

Now, I raise the question whether the growt 
of your wealth and the reduced pressure of resources 
do not naturally call for a policy that would somehow 
lead Canada to be gradually providing a larger 
proportion of the savings to finance home investment 
in Ganada. If this had occurred and the economy had 
been adjusted to it, I believe that the level of 
employment would be higher in Canada. 

Let me put it to you again this way; if 
Canada had a policy which, over the past le years, 
had succeeded in increasing exports relative to 


imports by, say, $600 million, and simultaneously 
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1 the capital inflow through other measures had been 
2 induced to decline by $600 million, with the same 
3 level of aggregate demand, employment would have 
4 been higher, let us say, by 14 or 2 per cent of the 
5 civilian labour force, It would have made a very 
6 Substantial increase in the employment situation. 
7 I ask the question whether a country as 
8 rich as Canada and with unemployed resources shouldn't 
9 have as one of its long-term objectives for purely 
10 economic reasons the gradual reduction of its 
i capital inflow and ultimately -- if it gets rich 
= enough and the adjustments have been made -- why 
= should it have any net capital inflow. It should 
+ become a country that would in another two decades 
15 be taking its place as an exporter of capital, with 
16 considerable direct investment abroad. 
17 I am convinced that this policy would 
18 have a positive effect in increasing employment and 


19 production. And I would say that when you think 
20 about the structure of the Canadian economy, why 


21 shouldn't a big element in the strengthening of 


22 the Canadian economy be a rise of exports relative 

23 to imports and a decrease in the capital inflow 

24 over the next decade? 

i This is just as good a way of increasing 
26 


employment in Canada as you can find; and I believe 


10! that Canada can do it. Canada has a remarkably efficien 

- zh latio 
industrial economy, and although your popula n 

" is not as large as that of some of the larger Western 

30 


European industrial countries, your aggregate output 
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is as much as theirs, I see no reason why, given 

the right policies, you could not assume a larger role 
in the world export trade of industrial goods. This 
would contribute a good deal to solving the long-range 
problems Canada has of production, employment and 
growth, 

COMMISSIONER BROWN: In recent months there 
has been a considerable amount of discussion in Canada 
as to whether this long-term and large capital inflow 
does bring with it long-term future problems for the 
Canadian economy, from the point of view of servicing 
its debt. 

MR. BERNSTEIN: I would not have thought 
that for a country like Canada, there would be a big 
problem of that sort, though it will require 
adjustments which you could make. 

The biggest adjustment you would have to 
ate we keep the rise in wages relative to productivity 
a little lower than it would otherwise be. This is 
not an overwhelming problem over a decade. I do 
not see any difficulty for Canada in financing 
remittances of earnings of foreign capital through increased 
exports of goods and services. Actually,the problem 
is not different from that of reducing your dependence 
on a further inflow of capital from abroad. As l 
think you can do one, I think vaunias do the other. 

COMMISSIONER BROWN: In time, at some 
stage, there has to be this excess of exports? 

MR.BERNSTEIN: Yes, this is goingto have 


to be done because confirmed net borrowing and growth 


| ; ae a ,; 
| - Sewn - pelt D sworadislh 
4 sirots®) ato | 


nevis .ydw aowset om coe I .atiedd as doum es ef 
efor segisl s omvaes ton biyoo yoy ,eetotiogq tdgia ont 
aidT .eboog Istusveubak to sbsxt tdyogxs biiow orld at 
egnst-3nol edd gaivioe o¢ [seb hoog s siudindmos bivow 
bas dnemyolgme ,aottesborgq to asd sbsas0 amsidorq 
~ddwors 

eisdt adimom trooe1 ni s:MWOHS ASUOTAcIMMOd 
| gsbsasd at qoteavoatb to savoms sidsrobianoog s aeod esa 
woltat {Isdiqso sgrsi bas arietd-ynol afdd teddedw od 6s 
edd sot ameldorq owudut ores-gmol gi dilw gntud asob 
gntoitvrse to wotv to gniog odd mort .q@uonoos asibsasd 
.tdeb att 

tiguvedt eved ton bilyow I :ULSTeUARe .AM 
gid s od bilyow oxedd .sbsansd ow ff yirtnyoo s tot tedd 
ertupet IfLftw ¢t devond dros ¢sdt to meldorg 
exsm Dives voy dofdw esnomteaut bs 

ot ovsed bivew yoy tnomteutbs taogatd edt 
ysivitouborg ot ovitsfex esysw at satir old qoon pres 
ef sidT .od saftwisdto bilwow df nsdt sowol ofssiIi s 
ob I .sbsosb s tevo mef{dorq animisdwrevo as ton 


gatonsaft at sbsnasd tet ytlvofliliib yas ssa gon 


pegotont davords {stiqso agiesrot to agniniss io asonsti inet 
moldoirg oft.\vifsusoA .assivisa bas aboog to aetdioqxs 
sortebreqeb myoYy antorvbs: to dsdd mortl gmerstitp gon af 
I eA .bsoxrds mort fssigso to woltani tsdtuvlt s ao 
-terito edd ob aso yoy uantdd I iii ob meso soy Axatdd 
emoe ds ,omit mI :MWwOAE AXMOLeeTIMMOD 
Sadiogxe lo eesoxe aldd su aie esd siedt .ogsda 


eved ofgntos el etdd .aeY sWUISTenAga.AM 


diworg bas galwoirtod gon bemiftnos seusood snob ed ot 


Nethercut & Young - 499 - 


Torente, Ontaric 


of foreign ownership of some of your industrial 

firms are going to lead to remittance of larger 
profits abroad, which will ultimately exceed the 
inflow of funds. I am suggesting you might just 

as well start thinking about policies to reduce your 
dependence on capital inflow from abroad because 

it might be wise to provide a larger part of the real 
resources for your investment yourselves, 

I do not think the loss of technical knowledge 
or enterprise that would come with reducing the 
net inflow of capital from abroad would be significant. 
In any case, anyone who wants to come to Canada would 
continue to do so, but you would not be dependent 
on going to the New York market for borrowing on the 
recent escahke, 

COMMISSIONER MACKINTOSH: Would you suggest 
things you might have in your mind as the elements 
of a policy leading to these results? 

MR. BERNSTEIN: The significant thing is, first, 
to create an environment which will result in an expansion 
of exports relative to imports. Then policies, 
particularly fiscal policy, to increase home savings. 
And also a monetary policy, as progress is made, 
that will encourage financing in Canada rather than 
in the United States. That will also require a SOUP 
development of your capital markets. 

In my opinion, you have already taken a step 
which in the long run will prove of great value to 
Canada. I think the devaluation of the Canadian dollar 


was a very sensible thing to do, though I have no 
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Judgment to offer as to the best technique to adopt 
for making such a change -- that is gradual depreciation 
in a free market or a quick change in parity. 


COMMISSIONER MACKINTOSH: I think you really 


mean you have a judgment. 

MR. BERNSTEIN: No, I want to make it clear 
that I am not certain as to the best way of doing 
it, although it should be in accordance with the 
provisions of the agreement of the International 
Monetary Fund. I think this was a very wise policy. 
I believe it to be an essential part of any long-run 
programme for Canada. I think it has started you 
on the first step in a series of measures to make 
this rich country what it should be -- a country 
much less dependent on capital inflow than it was 
a decade ago, instead of being more dependent, 

This requires, then, a very conscious effort 
to stimulate the export markets of Canada, primarily 
by increased productive efficiency and lower costs 
in the industrial sectors where your exports ought 
to develop. This ought to be a country that exports 
much the same kind of goods as the United States, 
the United Kingdom and Germany -- and perhaps an 
even higher proportion of the high output goods. 

It may very well be that a good, cautious 
policy on the rise of wages relative to productivity, 
without much pressure at all -- and there is no 
suggestion we must reduce the wages of the Canadian 
workers -- will increase exports considerably. And 


your savings will have to be larger. This will happen, 
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partly in response to the wage policy and partly 
in response to a fiscal policy, designed to have 
less resources used in government consumption relative 
to taxes. This will leave more of your output 
available for private investment. And with a suitable 
interest rate policy and better capital markets, all 
this will be accompanied by less capital inflow 
from abroad. 

There need not be any time schedule for this. 
If, for some reason, in a given year you did not quite 
make the increase in exports relative to imports, 
you expect, that is nothing to be concerned about. 
In that year you will have more capital inflow, and 
the interest rate will be adjusted in that year for that 
purpose. The next year you will try to make the 
policy a little more effective. You do not have to 
make up the deficiency of the preceding year. You 
are not desperate to end a current account deficit which 
will cause people to lose confidence in your currency. 
If you miss in one year, then you will extend the 
programme. The direction of your programme, its 
functions and purpose, and conscious effort to achieve 
it, is all there ought to be in your mind. 

I think you will find your production 
will grow more and employment will be better with 
these policies than by depending on the inflow of 
large amounts of capital from other countries. 

THE CHAIRMAN: Mr. Bernstein, I wish to 
tell you, on behalf of all members of the Commission, 


that this has been a most valuable discussion. You 
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have assisted us in many ways, and we are very 
grateful to you indeed. 
MR. BERNSTEIN: Thank you, Mr. Chairman. 
I enjoyed meeting the Commission and doing the little 
I could to discuss these matters with you. 
THE CHAIRMAN: It has been not only instructiv 
to us, but most enlightening and enjoyable. 
--- Adjournment at 4.15 P.M. until 9.15 A.M. on 


Friday, September 14, 1962. 
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62/10 at the SEANZA Conference of central 


bank officials in Tokyo, May 23, 1902. 
SOME PROBLEMS REGARDING MONETARY RESERVES 


BY EDWARD M. BERNSTEIN* 


Adequacy of reserves 


The concern with the adequacy of gold and foreign 
exchange reserves is an indication of the disruption 
in the world pattern of payments throughout the post- 
war period. Whenever there are serious payments 
difficulties, there are some economists who regard 
persistent payments deficits in the great trading 
countries as the conseguence of an inadequate world 
level of monetary reserves. This was the explanation 
put forward by some economists for the payments 
difficulties of Western Europe in the early postwar 
years. This same explanation is put forward by the 
Same economists for the payments difficulties of the 


United States in the past four years. 


Discussions of the adequacy of monetary reserves 
seem to be marked by an excessively mechanistic 
approach. An adequate level of monetary reserves is 
assumed to have some constant relationship to inter- 
national payments and to be a necessary condition for 
the expansion of world trade and international investment. 
As a practical matter, world trade and international 
investment have grown very rapidly during the period 
in which there is said to have been inadequate monetary 
reserves. In the ten years from 1951 to 1961, the 


dollar value of world exports has increased from 
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$77 billion to $119 billion and private investment has 
increased from about $1.5 billion to over $4 billion 

a year. It is difficult to see how world trade and 
international investment could possibly have been held 
back by the inadequacy of monetary reserves at any time 


during the past ten years. 


The mechanistic approach to monetary reserves is 
based on an analogy with the classical gold standard 
System that prevailed before 1914 and persisted in some 
form until the early 1930's. When gold formed the basis 
for the monetary system, being linked to the supply of 
money by reserve requirements, a shortage of gold meant 
that the money supply was not adequate for financing 
production, consumption and investment at a high level 
of employment and at stable prices. With such a 
monetary system, each country's policies had to be 
designed to bring about an appropriate balance of 
payments. This may be defined as one in which the 
surplus on current and ordinary capital account, in 
an average of good years and bad, was sufficient to 
bring about an inflow of gold to meet a country's 
growing monetary needs. Of course, if production of 
newly-mined gold was too little, some or all countries 
would be unable to maintain an appropriate balance or. 
payments. An attempt by any country to attract 
additional gold reserves would inevitably disrupt the 
world pattern of payments. Under such a system, the 
functioning of the world economy did depend upon the 
production of sufficient gold to assure an adequate 


level of gold reserves for all countries. 
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The situation is basically different in the modern 
world. Gold is no longer the base for the money 
supply, despite the anachronistic gold reserve 
requirements in the United States. Foreign exchange 
assets as well as gold are held as monetary reserves 
and they constitute a substantial part of aggregate 
monetary reserves. The International Monetary Fund 
holds large resources of gold and currencies as a 
common reserve that can be used by its members under 
prescribed conditions. Most important, countries now 
hold monetary reserves almost exclusively for the purpose 
of financing deficits in the balance of payments. Unde 
these conditions, the relationship of monetary reserves 
to international trade and payments is much more flexiblle 


than it was under the gold standard. 


There are some problems regarding monetary reserves 
that confront the world economy. These problems do 
not arise from the inadequacy of aggregate reserves 
of gold and foreign exchange. The world level of 
monetary reserves is more than adequate at the present 
time. The practical problems regarding monetary 
reserves may be stated briefly as follows: 


1. How to provide for the orderly growth of 
monetary reserves in the future. 


2, How to protect the world economy from the 
disruptive effects of massive capital , 
movements and large-scale conversions of 
dollars and sterling into gold. 


3. How to meet the reserve needs of the low- 


income countries that hold, and prefer to 
hold, very small monetary reserves. 


In considering these reserve problems, it must be borne 
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in mind that the starting point in the solution of all 
reserve problems is to establish a strong pattern of 
world payments. This requires all countries to take 
positive action, consistent with their own monetary 
stability, to avoid a persistent deficit or surplus 


in their balance of payments. 


Distribution of monetary reserves 


At the end of 1961, the official monetary reserves 
of all countries, outside the Soviet bloc, amounted to 
$61.4 billion. The actual reserves of many countries 
were significantly larger than their official datas 
of gold and foreign exchange. In these countries, 
a considerable amount of foreign exchange assets are 
held by deposit banks and these holdings of foreign 
exchange rise and fall with the balance of payments 
in much the same way as official reserves. Furthermore 
in most countries the foreign exchange holdings of 
banks are available to the monetary authorities viens 
ever this becomes necessary. On the other hand, it 
should be noted that gross monetary reserves do not | 
take account of foreign exchange liabilities abroad, | 
which are substantial in some instances and which 
are pressing in others. It should be noted that the 
gross monetary reserves of countries do not include 
their subscriptions to the resources of the Internation 1 


Monetary Fund nor their right to draw on these resource 


under prescribed conditions. 


The official monetary reserves held by all countries 


outside the Soviet bloc have increased by $12 billion 
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in the past ten years. At the same time, the foreign 
exchange holdings of deposit banks have increased by 
nearly $7 billion and the gold and foreign exchange 
holdings of the International Monetary Fund have been 
greatly enlarged. This increase in official monetary 
reserves occurred in a period when the value of world 
trade, aS measured by exports, rose by 54 per cent. 
Nevertheless, with the increase of 25 per cent in 
official monetary reserves, the world economy is better 
provided now with the means to meet fluctuations in 
international trade and payments than it was in 1951. 
The reason for this is that the distribution of 
monetary reserves is now more appropriately related to 


the financing of international payments. 
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GROSS GOLD AND FORBIGN EXCHANGE RESERVES, 1951 AND 1956-61 
(Billion U.S. dollars) 


1951 1956 LOE] 1958 1959 1960 1961 1962 


United States 22.87 22.06. 22,86: 20556.) doo) 927,60) 017.00. l7.cs 
United Kingdom NEM 2.28 Zot Singal 2045 Sc B32) SFR 
Belgium 1.05 plete 1.14 1.50 1.22 Deleon wel OO unl GO 
France Ase ee .65 105 cl ee Oi le Sra NS) 
Germany 252 4.12 bie 5.73 HY 53 6.74 . 6.54 6,23 
Italy ett 1.24 Leo? 2.08 De TD B08) Sake. Seek 
Netherlands 055 1.04 LO: LAT 1,34 ts (e Le te 1550 


Total, Common Market 


3.02 8.74 9.26 11563. Diet 25.05 1o.27 16.35 


Other Continental 


Europe 3.93 4.83 4.90 5.41 5.71 6.37 7Th2 7.61 
Japan othe Bor Be 86 U besa 1.82 le ilos 1.62 
Canada legs: 1.95 1.84 1.95 1.88 1.84 2.06 1.82 
Australia nares 95 ine ile ibys Sly slg ab al nce 
New Zealand wee 20 Ly Aids) ee .18 mal we .16 
South Africa 39 iy .29 38 43 2h oo 058 
Latin America 2.98 3.68 3.82 here 3,00 2 Ol "2.6 2.00 e) 
Sterling area, not 
listed above 5.70 6.01 ye FG 5 a5]. 5.50. 5.47. 5.30(e) 
All other counties 4.11 3.88 3.54 3.68 Sate 3.89 3.64 3.80(e) 


Total, all 


countries* 49.05 55.87 56.29 S731 357-05 22.10 61.43 61.63(e) 


% All countries outside Soviet bloc. Datu are for end of period shown. 
Internatio! neial Statistic September 1962, p. 22, 


Source: nternational Financial statistics, 
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The United States is the only great trading country 
that has had a very large decrease in reserves over 
this ten-year period. Its gold holdings were $22.9 
billion at the end of 1951 and $17.1 billion at the 
end of 1961. Furthermore, its gold reserves are still 
decreasing at the rate of about $1 billion a year. 
In the meantime, the short-term and liguid dollar 
claims of other countries have increased substantially. 
The gold reserves of the United States are still very 
large, about 44 per cent of the total held by all 
countries outside the Soviet bloc. Its international 
capital position is strengthened by the large debts 
of other governments to the United States, by the 
enormous foreign investment of its nationals, and by 
the considerable assets that U. S. eve hold in the 
form of foreign claims. If the United States could 
eliminate its balance of payments deficit, there would 
be no reason to regard its gold reserves as inadequate, 
despite the fact that they are much smaller than they 
were ten years ago. 

The countries of the Common Market -- Belgium, 
France, Germany, Italy and the Netherlands -- increased 
their reserves from $3.5 billion at the end of 1951 
to $16.3 billion at the end of 1961. Some of these 
countries now have more reserves than they want. If 
there were an acceptable way of avoiding further large 
increases in their reserves, while avoiding domestic 
inflation, some of the Common Market countries would 
take such measures. The other Continental European 


countries have increased their reserves from $3.8 billign 
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at the end of 1951 to $7.4 billion at the end of 1961. 


As a group, they have an adequate level of reserves. 


The United Kingdom is the only large trading 
country of Western Europe whose reserves are clearly 
too small. -While the $3.3 billion of gold and foreign 
exchange reserves of the United Kingdom at the end of 
1961 were about $1 billion larger than they had been 
ten years before, they are not adequate. As one of 
the great trading and investing countries, as a reserve 
center with considerable short-term liabilities to the 
rest of the world, the United Kingdom needs larger 


reserves than any other country except the United States 


There is one group of countries that has not 
increased reserves as would have been expected. Japan 
is the sixth largest trading country. Its reserves, 
which were negligible in 1951, amounted to $1.5 billion 
at the end of 1961. But Japan has substantial short- 
term liabilities to foreign banks and its reserves are 
far below the needs of a country of its importance. 
Canada, Australia, New Zealand and South Africa had 
reserves of $3.9 billion at the end of 1961 compared 
with $3.6 billion ten years earlier. This moderate 
increase can be explained by special factors. In the 
Case of Canada, the exchange system in effect during 


this period involved a self-imposed limitation on the 


accumulation of reserves. 


In the underdeveloped countries, that is, in 


Latin America, the sterling area, excluding Australia, 
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New Zealand and South Africa, and in the rest of the 
world, excluding Japan, monetary reserves amounted to 
$12 billion at the end of 1961 compared with $12.8 
billion at the end of 1951. This group of countries 
includes a few that have increased their reserves 
considerably. Most of these countries, however, held 
small reserves in 1951 and hold small reserves now. 

In nearly all of these countries, reserves are kept to 
a minimum in order to finance larger imports to sustain 
development programs. By the tests applied in the 
great trading countries, the reserves of most under- 
developed countries are too small for their needs. 
Nevertheless, these countries feel that they cannot 
afford to invest real resources in holding larger 


monetary reserves. 


The distribution of monetary reserves bears 
significantly on the guestion of the adequacy of 
aggregate monetary reserves. If each country holds or 
could hold the amount of reserves it.wishes to hold, 
total reserves must be regarded as adequate. For 2 x 
the level of reserves were increased under such 
conditions, some countries that acquire additional 
reserves would regard them as excessive and would 
dispose of them by increasing imports relative to 
exports. This would transfer the additional reserves 
to countries that do not need them. The end result woul 
be an excessive expansion in aggregate demand and an 
inflation in the world economy. It is not significant 


for this purpose that some countries underestimate the 
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amount of reserves that would be appropriate for 
minimizing the adverse effects of fluctuations in their 
international payments. The fact is that if they held 
more reserves they would follow policies that would 


t 


soon reduce them. 


The ~.M.F. and the growth of reserves. 
Although the present level of gold and foreign 


exchange reserves is adequate, it does not follow that 
the growth of reserves in the future will be sufficient 
for an expanding world economy. As international thade 
and investment increase, there will be a need for large 
reserves to finance fluctuations in international 
payments without imposing on countries the necessity 

of restricting imports or of contracting economic 
activity in order to avoid the temporary and recurrent 
deficits which are inevitable in a dynamic world 
economy. If international payments are kept reasonably 
well balance, so that large and persistent deficits are 
avoided, the average annual increment of monetary 
reserves can be smaller than the average annual increas 
in world trade and investment. It is not clear, howeve 
that monetary reserves will continue to increase at the 


moderate rate required by an expanding world economy. 


In the five years ending in 1961, the gross 
official reserves of gold and Forwten exchange for all 
countries outside the Soviet bloc increased by $5.6 
billion. Of this increase, about one-half was in the 
form of gold and the remainder in the form of foreign 


exchange. For countries other than the United States, 
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the increase in gross official holdings of gold and 
foreign exchange in this five-year period was much 
larger -- $10.6 billion. Of the increase of reserves 
of these countries, over $5 billion came from a 
reduction of the gold reserves of;,the United States 
and $3.1 billion from an increase.in foreign official 
holdings of U.S. dollars. In fact, there was a small 
reduction of foreign exchange reserves in currencies 


other than the U. S. dollar. 


Obviously, this increase cannot. be matched in 
the next five years without causing serious difficultie 
in the world economy. The United States: cannot reduce 
its own gold reserves much further or sustain another 
sharp rise in dollar liabilities abroad without 
seriously weakening its own reserve. position. Lf.uss. 
gold reserves do not fall and foreign dollar holdings 
do not rise, the increase of reserves in-the future wil 
have to be met almost entirely from newly-mined gold. 
Gold production during the past five years amounted to 
$5.6 billion of which $3 billion went into the monetary 
gold stock of all countries and international institutions. 
The annual increment of monetary gold is only a little 
over 1 per cent of gross gold and foreign exchange 
reserves. Over the long run, this is not sufficient 


to meet the reserve needs of an expanding world economy 


The key problem is to find some way to 
supplement the increase in monetary gold with an 
adequate increase of reserves in other forms. The 


role of foreign exchange in the growth of monetary 
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reserves is likely to be more limited in the future 
than it has been in the past 20 years. The United 
States is not in a position to provide more than a 
modest increase in the dollar holdings of foreign 
official institutions unless it increases its own 
gold holdings almost proportionately. .There has been 
Virtually no change in foreign holdings of sterling 
over the past ten years. It is conceivable that the 
emergence of new reserve centers will enable countries 
to accumulate foreign exchange reserves in other 
currencies. This is, at best, a slow and difficult 
process. The fact is that future reserve needs will 
have to be largely met in some other form in addition 
to gold and foreign exchange. This can best be done 


through the International Monetary Fund. 


The Fund was established for the purpose of 
providing a common reserve of gold and currencies to 
help meet the temporary balance of payments .deficits 
of its members. The record of the past 15 years is 
eloquent testimony on the remarkable achievements of 
this institution. Its sales of currencies to members 
amounted to $6.7 billion to the end of July, 1962. 
The resources available under stand-by agreements 
currently in effect amount to an additional $1.9 
billion. ~These transactions and stand-by agreements 
have been and are of incalculable help to the 45 
countries that have made such use of the Fund's 
resources. In turn, member countries have shown a 


high sense of responsibility in meeting their financial 
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1 obligations to the Fund. It should be noted that while 
2 the Fund was undertaking these vast financial operations 
3 its members were being helped and encouraged to achieve 
4 the objectives of exchange stability and currency 


5 convertibility. 


. The role of the Fund in the world economy has 
: been much greater than its founders had foreseen at 

j Bretton Woods. The Fund cannot stand aside while the 

: world gropes for other means to assure an adequate and 
-. orderly growth in monetary reserves. As a practical 

: matter, its enormous resources are no longer supple- 

- mentary reserves, but an important constituent of the 
Fs active reserves of its members. The Fund would be far 
” more effective in achieving its objectives if it 
recognized the reality that it has become one of the 

z major reserve centers. Its methods of operation should 
be adapted gradually to performing the functions of 

. a reserve center. This can be done within the frame- 
if work of the present statutes of the Fund. 

20 

21 The most important step that can be taken To 
22 meet future reserve needs is to integrate the quotas 

23 of members of the Fund with their working reserves. 

24 This means that members would be able to include their 
25 gross I.M.F. position in a statement of their reserves. 
26 More important, it means that members should be able 
27 to draw on their quotas, within the annual limit of 
28 25 per cent, without special approval of the Fund. 

20 | The Fund has already made great progress in this 


| 
30 direction. It will be encouraged to proceed much 
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further toward this goal if members of the Fund 
demonstrate that they are prepared to use their quotas 
as if they are truly reserves-- to be drawn down to 
meet their temporary payments deficits, but to be 
restored promptly so as to be available for use when 
they have payments deficits again. With such a policy 
on use of Fund resources, and with periodic increases 
in quotas as needed, there would be no reason to fear 
that monetary reserves would not grow at a rate 


appropriate for an expanding world economy. 


Problem of the reserve centers 

The great dependence of the world economy 
on foreign exchange to assure adequate monetary 
reserves has created a difficult problem for the 
reserve centers-- the United States and the United 
Kingdom. At the end of 1961, gross official monetary 
reserves consisted of $38.9 billion in gold and $22.6 
billion in foreign exchange. About 80 per cent of the 
foreign exchange reserves were in the form of U.S. 
dollars and sterling. The remaining foreign exchange 
reserves were in the form of official holdings of Frenc 
francs and other currencies and in deposits at the Bank 


for International Settlements. 


The dependence of the world economy on dollar 
and sterling as reserves is even greater than indicated 
by these figures. Excluding the United States and the 
United Kingdom, official holdings of gold of all other 
countries outside the Soviet bloc amounted to about 


$19.2 billion at the end of 1961. Official holdings 
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of dollars and sterling amounted to $18.4 billion, 
excluding the dollar holdings of the United Kingdom. 
Furthermore, apart from official reserves, there were 
substantial balances of dollars and sterling of 
commercial banks and other private holders abroad. 
These enormous dollar and sterling claims expose the 
United States and the United Kingdom to the danger of 
a serious depletion of their reserves if there should 
be a large outflow of such balances or their conversion 
into gold at a time of economic difficulty or political 


erisis. 


Apart from the reserve centers, the estab- 
lishment of currency convertibility in many of the 
great trading countries has led to much freer movements 
of liquid funds from one financial center to another. 
Such freedom of capital movements is desirable to 
provide a pool of liquid resources that can be used 
to finance international trade and payments throughout 
the world economy. Nevertheless, freedom of capital 
movements does create the possibility of a very large 
capital outflow, for interest arbitrage or for exchange 
speculation, ina period of economic adversity or 
political uncertainty. To avoid the necessity of 
re-imposing controls, it is desirable for countries wit 
convertible currencies to have access to special 
resources to finance such capital movements until the 


outflow offunds can be reversed. 


Fortunately, the great trading countries have 


recognized the need to deal with the problem of massive 


Pee 


J straln® otto 


ockifid §.8£¢ c¢ besnucems gatizese bos areifeb tc 
smebgord betkaU edd toe egntblod tellob edt gntbuloxs 


orew evedd ,asvieeet [etottic mort tisqs .sitcmisdiwi 


| 
| 
| 
} 
} 
| 
| 
edt geoqxe emisio gantixrete bons iwslich avensone sazeciT | 


. to antineta bae exslich tc asonsisd Islinsteduae Les 
-bactds avteblod etsving tedic bos avnsd Igtorsmmoo is 
3 
Yo Yeansh eft cd mobgnth betiaU edd bog eetede betiaU = fy J 
biycda etend tik eevrezss shedd to mokvelqeb eucites s 8 | 
———— xytedd re eeongslad dove to weltdue egiel s ed iQ ‘ 
{[gottkicq xe ytivolttib otmencos Ic emis 8 ts bieg octal ot 
eelekro it 
| &I 
~dgtes odd .arsinos svieaet sit mexvt duvegAé : 
| sdt to yosm ni ytilidiirevaco yonsrtvo te dnemdarl - 
oe teerti doum cd bel esd eelatauco gathsitd deorg e 
eistitons ct retneo Letonsnit ene wow abou biupLtf£ tc 4 
| od s{dettaeb at atnemevem Istiqso Ic mcbesit dove “ 
| beau od meo tsdd esotuceet biupti te feeq ge sbiverg 
ie csacterneti adnenvyed Ore shat? Lanciienrotnt sonsntt of ms 
fsttadso to mobsevt .eaoleddaeve ..ymoencos bitow orit es 
sagief yisv 8 to yttifidteacgq ent siseto eech,.etnemevom ‘i 
esgnetioxe rol re eastiidtse testetnt rot ~woltivue LIetiqsgo ‘ 
tc yYvJlatevbs ofmencos te boineq g at saaidieiiedins gi 
tc ytteesosn edt btove oT .yinistrveonu Isolitiog . 
idiw aetrtnueo tet sidettaeb at ¢k ,elotinoo gntacqmi-s7t f 
| 2g 


[sktoeqe cd egasoos svar ot astonsiiwo eldiivevnco 
¥ edd ftinu etnemsvem Iattqso dove sonentt ot A290 Tuc eer 


-besersves sd aes sbrantitc welttuc 


Joved eettinves gntoatd tee1y oft .yletanudtol 


edd besingcoet 
— 


joviaeem Ic moldorq etd déiw issb ci be 


_ a ae | 


Nethercut &é Young 
A. 16 


Terente, Ontario 
capital movements and large-scale conversion of 
reserve currencies into gold. They have recently 
agreed to provide the International Monetary Fund with 
special resources amounting to $6 billion that can be 
used to extend temporary assistance, under prescribed 
conditions, to avoid the drain on reserves resulting 
from such capital movements and from the conversion 
of dollars and sterling into gold. With these special 
resources, the reserve centers will be in a better 
position to maintain the equivalence of their 
currencies and gold at the par values they have agreed 
with the Fund. It would be a mistake, however, to 
assume that the provision of these special resources 
has obviated the need for positive action by. the 
reserve centers to maintain the strength and value 


of their currencies. 


In the last analysis, there is only one way 
in which to assure continued confidence in dollars and 
sterling. That is through the maintenace.of a strong 
payments position by the United States and the United 
Kingdom. In fact, there is no way in which these 
countries can function effectively as reserve centers 
unless they keep their balance of payments in order. 
There is no reasonable basis for the view that the 
payments difficulties of these countries have been in 
any way caused by a world shortage of reserves. Ina 
period in which the Continental European countries have 
accumulated enormous reserves, the failure of the 


United Kingdom to strengthen its reserves correspondingly 
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must be attributed primarily to its relatively weaker 
competitive position. The payments difficulties of 
the United States are basically due to the exigencies 
of its position as the leader of the Western countries 
This has imposed on the United States enormous costs 
for the maintenance of troops abroad and for foreign 
aid. A more equitable sharing of these burdensby 
other high-income countries would facilitate the 
restoration of the U.S. balance of payments. Needless 
to say, every effort must be made by the United States 
to strengthen its international competitive position 


by holding down prices and costs. 


Reserve problem of the underdeveloped countries 


The discussion above has brought out the 
fact that most of the underdeveloped countries do not 
hold sufficient reserves to meet the recurrent fluctua 
tions in their international payments. In 1951, the 
underdeveloped countries held reserves of $12.8 billion. 
At the end of 1961, however, their reserves were less 
than $12 billion. In the intervening period, the 
reserves of the underdeveloped countries have risen 
and fallen with their exports. As imports respond 
promptly to an increase in exports, their reserves 
do not rise substantially even when they have large 
foreign exchange receipts. In fact, very few of the 
underdeveloped countries hold more than a bare minimum 
of reserves. AS a consequence, when their exports 
fall because of a deterioration in world markets, the 
eveloped countries are compelled to reduce their 


underd 


imports sharply. 
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This paper cannot be devoted to a detailed 
discussion of the difficulties of the countries 
exporting primary products that have resulted from the 
almost steady deterioration in their terms of trade. 
The best solution to the problems arising from 
excesSive dependence on exports of primary products is 
to develop the economies of the low-income countries 
and to diversify their production. Beyond that, means 
should be found through international co-operation to 
achieve a supply and demand relationship for some 
primary products that would result in remunerative 
prices for efficient producers and that would reduce 


the large cyclical fluctuations in these prices. 


The commodities for which price stabilization 
arrangements can be made are limited in number. 
Furthermore, even with such commodity agreements it 
would not be possible to avoid relatively large cyclica 
fluctuations in the prices of primary products. The 
fluctuations in export receipts of most underdeveloped 
countries will unfortunately continue to be relatively 
large. At the same time, because of their urgent need 
for capital, the low-income countries are reluctant to 
hold reserves to the extent necessary to offset such 
large fluctuations in their export receipts. The 
International Monetary Fund could be, and increasingly 
has been, a source of supplementary reserves for the 
underdeveloped countries. But their quotas are not, 
and probably cannot be, sufficient to meet the payments 


deficits that confront them in a period of weakness 
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in world markets for primary products. 


During the past ten years a number of proposals 
have been made to deal with the difficulties arising 
from fluctuations in the prices of primary products. 
The United Nations has issued a number of reports 
recommending measures to compensate countries 
exporting primary products for a decline in the prices 
of such commodities. The Organization of American 
States has also made studies of the commodity problems 
of Latin America. More recently, the Alliance for 
Progress has recommended the establishment of a fund 
for the stabilization of export receipts of low-income 
countries dependent on exports of basic commodities. 
This report has recently been presented by the United 
States to the Committee on International Commodity 


Trade and it is now being considered in Rome. 


Under this plan, an Export Receipts Stabilizatio 
Fund would be established, either as a subsidiary of 
the International Monetary Fund or as an independent 
institution. The Export Receipts stabilization Fund 
would have resources provided by both the high-income 
and the low-income countries. However, only the low- 
income countries would be eligible to make use of the 
resources of the institution. It is not feasible, 
whatever its merits, to provide aid to the United States, 
Canada, Australia and other high-income countries when 
their exports of primary products decline. On the 
other hand, it is feasible to secure sufficient resources 


to provide aid for the low-income countries when their 
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exports of primary products fall. 


The principal provisions of the Plan for an 
Export Receipts Stabilization Fund can be summarized 
briefly as follows: Whenever the export receipts of a 
low-income country fall below the average of the three 
preceding years, it would be entitled to secure credits 
from the institution, on a virtually automatic basis, 
to the extent of two-thirds of the short-fall in its 
exports. When the export receipts of a country indebted 
to the institution rise above the average of the three 
preceding years, two-thirds of the excess would be used 
to repay the export receipts stabilization credits it 
previously received. When any credit has been outstanding 
three years, one-half of the balance would have to be 
repaid in the fourth year and the remainder in the fifth 


year, even if a country's exports had not increased. 


There are a number of other provisions that 
are intended to assure the equitable use of the resource 
of the institution. No country can secure export receipts 
Stabilization credits in excess of 20 per cent of the 
average of its exports in the three preceding years. 
Whenever a country is using the resources of the 
institution in a manner not consistent with its purposes, 
the country may be declared ineligible to receive export 
receipts stabilization credits. Furthermore, if the 
institution finds that its resources may not be 
sufficient to meet all requests for export receipts 
stabilization credits, it may ration the amount of credi 


it extends. Notwithstanding these limitations, a countr 
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could apply for additional special credits if it finds 
that the amount of export receipts stabilization credit 
to which it is entitled does not properly reflect the 


impact on its economy of the decline in its exports. 


This is essentially a plan to deal with the 
reserve problem of the underdeveloped countries. 
Needless to say, it would not achieve its purposes if 
it merely resulted in a further reduction of the 
independent reserves held by the low-income countries 
or if export receipts stabilization credits were to 
induce a corresponding reduction of the drawings of 
low-income countries on the International Monetary 
Fund. The plan is no solution to the basic commodity 
problems of the raw materials exporting countries. 
On the other hand, there is no reason why it should 
hamper international commodity agreements in any 
field in which such cooperation is possible. Within 
its limited scope, the Export Receipts Stabilization 
Fund could be of great practical help to the low-income 
countries in minimizing the adverse effects of large 


fluctuations in their export receipts. 


Reserves and the pattern of payments 

It is impossible to separate the problems of 
monetary reserves from international payments. 
Reserves are held to meet fluctuations in exchange 
receipts, so that large reductions in imports can be 
avoided in periods of temporary adversity. Furthermore 


reserves enable a country to maintain financial 


policies suited to its domestic economic situation 
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and that are, for a time, independent of its balance of 
Payments. The assumption that domestic financial 
policies can be made completely independent of the 
balance of payments, if monetary reserves are large 
enough, is mistaken. In most instances, balance of 
Payments deficits are indicative of inflationary 
forces that would disrupt the domestic economy if they 
were permitted to persist. Where balance of payments 
difficulties are attributable to other forces, the 
persistence of deficits would have a deflationary 
effect on the economy. The fact is that in order to 
achieve their objectives of high levelof output at 
stable prices, countries must avoid large and persistent 


balance of payments deficits. 


In an environment of expanding world trade, 
in which the great trading countries avoid excessive 
surpluses and excessive deficits in international 
payments, the world economy would get along very well 
with the present level of monetary reserves and with 
a moderate rate of growth of reserves in the future. 
The importance of appropriate financial policies in the 
deficit countries has already been emphasized. It is 
also important to have appropriate financial policies 
in the surplus countries. Where a country has a large 
and persistent surplus in its balance of payments , it 
may indicate that wages are too low for productivity 
or interest rates are too high for savings. The 
surplus countries of Europe are natural capital export- 


ing countries. It is essential that their interest rates 


be brought into proper relationship with those of the 
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United States. 


So far as possible, and in all cases where 
a deficit country is free of inflation, it is desirable 
to restore the balance of payments by expanding exports 
rather than by restricting imports. This places a 
special obligation on countries that have a large and 
persistent balance of payments surplus to reduce tariff 
and other barriers to trade. It is understandable that 
surplus countries should hesitate to follow easier 
financial policies for fear of their inflationary 
effects. That is all the more reason why surplus 
countries should follow trade policies that will 
encourage imports. Such policies are particularly 
appropriate for the Common Market countries at this 


time. 


With proper financial and trade policies, 
balance of payments surpluses and deficits will 
largely reflect cyclical and fortuitous fluctuations 
in international trade and investment. Such balance 
of payments difficulties will ordinarily correct 
themselves or can be quickly corrected by minor 
changes in wage and price policies. In a world economy 
with such a pattern of payments there is no reason 
to fear a general shortage of monetary reserves. The 
reserve problems of the financial centers and of the 
underdeveloped countries are special cases requiring 
special facilities. These problems can be met and are 
being met through international cooperation. They do 


not require a massive increase in monetary reserves. 
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FOREIGN EXCHANGE POLICY AND ITS RELATIONSHIP TO DOMESTIC 
MONETARY POLICY 


L% In the discussion of domestic monetary policy 
it was stated that the maintenance of a stable exchange 
rate should be one objective of monetary policy and 
that this objective is ordinarily consistent with the 
attainment of the other objectives of monetary policy 
on production and employment and approximate stability 
of prices. A stable exchange rate in this discussion 
refers to a parity that is agreed with the International 
Monetary Fund and that is suitable to the international 
economic position of the country. Such a parity must 
be maintained without resort to restrictions on current 
international transactions, except with the approval of 
the Fund; and the currency must be convertible in 


accordance with the provisions of the Fund. 


Appropriate balance of payments 


2. The maintenance of a stable exchange rate 
depends upon having an appropriate balance of payments. 
There is no way in which a country can sustain a 
large and persistent deficit in the balance of payments 
on current and normal capital acoount without ultimately 
undermining the stability of its exchange rate or 
necessitating the imposition of exchange restrictions. 
Domestic monetary policy must, EheseTrores take into 
consideration the importance of maintaining an 
appropriate balance of payments; and this must be done 
without impairing the effectiveness of monetary policy 


in achieving its other objectives. 
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20s An appropriate balance of payments for a 
country with a fixed parity is one that enables it, 
over an average of good years and bad, to meets its 
Payments, including ordinary capital outflow out of 
its receipts from current transactions and ordinary 
capital inflow, without compelling it to keep economic 
activity below a desirable level or to restrict imports 
merely for the purpose of avoiding a deficit in the 
balance of payments.* This definition should be 
further refined to provide that an appropriate balance 
of payments should enable a country to add a sufficient 
amount of gold and foreign exchange to its monetary 
reserves. To enable all countries to increase their 
monetary reserves to the extent called for by an 
appropriate balance of payments, the growth in world 
reserves would have to be at an adequate rate. 

4, One task of domestic monetary policy is to 
prevent the emergence of conditions that will lead to 
a large and persistent deficit or surplus in the 
balance of payments. Ordinarily, the same policy will 
also be required for maintaining a high level of 
production and employment in an environment of 


approximate price stability. In a world economy in 


EERE’ 


* It should be noted that an appropriate balance of 
payments does not take account of movements of 
liquid funds or extraordinary credits obtained to 
meet an unexpected excess of payments over receipts 
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Which other great trading countries are not suffering 
frominflation or deflation, a large and persistent 
balance of payments deficit or surplus indicates that 
economic policy and monetary policy are not properly 
related to a country's real international economic 
position. Under these conditions, a large and 
persistent balance of payments deficit is likely to 
be the consequence of excessive aggregate demand or of 
a steady rise in prices and costs. On the other hand, 
a large and persistent balance of payments surplus is 
likely to indicate either an inadequate level of 
production and employment or wage rates that are too 
low for productivity and interest rates that are too 
high for the savings of a country. 

5 When other great trading countries have a 
large and continuing inflation or permit their economy 
to suffer from deep and prolonged depression, it is 
not possible for one country to prevent an inappropriat 
balance of payments solely through its own monetary 
policy. Under such conditions it must expect other 
countries to adjust their policies to the conditions 
Called for by a world economy under a regime of fixed 
parities. The responsibility for correcting such a 
disruption in the pattern of international payments 
rests with the country that is generating inflation 
or deflation. The great difference between fixed 
parities under the gold standard and under the 
International Monetary Fund is the consensus among 
the great trading countries that they have a common 


interest in preventing the spread of inflation or 
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deflation from country to country because this would 
undermine the functioning of the world economy. 

6. A country that maintains a high level of 
production and employment and approximate stability 
of prices could, nevertheless, have a persistent 
surplus or deficit in its balance of payments. This 
could be due to the fact that the demand for its 
exports relative to its imports may have changed or 
that the capital inflow or outflow relative to its 
own deficiency or excess of domestic savings may have 
changed. In such a case the obligation to correct the 
balance of payments is not one that falls entirely on 
either the surplus country or the deficit country. 

It will be necessary for both surplus and deficit 
countries to make minor adjustments in wage and 
interest policy. In the deficit country, wage rates 
will have to increase somewhat less than the average 
increase of productivity; in the surplus country, 
wage rates will have to increase somewhat more than 
the average increase of productivity. In addition, 
or possibly as an alternative, interest rates may 
have to be reduced in the surplus countries and 
raised in the deficit countries. 

Te When a large and persistent balance of 
payments surplus or deficit has persisted for some 
time, it may become impossible to adjust wages to 
restore a proper relationship of prices and costs. 
Under the Articles of Agreement of the International 
Monetary Fund, the obligation to maintain stable 


exchange rates does not require countries to undertake 
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an offsetting deflation or inflation that would involve 
a decrease in production and employment or a sharp 

rise of prices. Instead, a country may propose to 
change the parity of its currency if this is necessary 
to restore its balance of payments. While a change 

in parity may be the best method of correcting an 
inappropriate balance of payments, it must be recog- 
nized that the necessity for an exchange rate adjustmen 
is evidence that monetary policy has not succeeded in 


achieving the objective of stable exchange rates. 


Cyclical fluctuations and the balance of payments 


8. Under ordinary conditions, the balance of 
payments of a country will vary over the course of 
a business cycle. For a country that is not 
ordinarily an importer or exporter of capital, the 
current account balance of payments will show a 
deficit in a period of cyclical expansion and a 
surplus in a period of cyclical contraction. For a 
country exporting or importing capital, the overall 
balance of payments on current and capital account 
may follow the same pattern. Such cyclical movements 
are entirely consistent with an appropriate balance 
of payments, provided that the deficit during the 
period of expansion is fully offset by the surplus 
in the course of a business cycle. 

9. There is no reason for correcting ordinary 
cyclical fluctuations in the balance of payments. 
They help to minimize cyclical fluctuations in 


production and employment. In any case, a cyclical 


i iio y wy otis, 
arinin® ote 


levfovot bivew tect ncftielinit tc mobtelteb gnitdveatto os 


qred@ g TO erential big ncoitouberq at seset%osd 6 

cd secgqeTq Yam yrtnvoo 6 ebaotent -esotrq te eater 
Ytsezasoon at atad tk yodewro eti te ytrisq ont sansdo 
egnedo gs sltdW .etnemysg to soneIsd atk sxotast ct 

tg anttoertco te bedden teed elt ed ysm ytinusq nt 
-gcoex ed veum vr .atoemysq tc sonesisd etsirqetqgent 
demteutbe over ezonsdioxs ama tot yileceoen oendd teit bestia 
git bebssooue ten es yoticg yyrsdenom tent sonebive et 


-@stea% sanedoxs sidste tc avitostde ens agnivetros 


eioemysq ic gonsisd sit bos enotisutoult Lrotfloyo 


te soneled eld .anctttbnco yisstbic tebsou = =.8 
to gsaruco oft reve ytav [fiw yutnuco eg te aetdnemyeq 
ten ef tedtd yrtnuco g ich .sfovo aeentanud s 
sit .fatigso Ic vetsceqxe tc teticqmt m yYiitsenibac 
s wote [ftw atinenyeq tc sonsisd tnucoos tneriuo 
6 bop neolansaqxe Isoifoyo to betveq g nt ttiolttsbh 
s 1cH .ncektvosttnco Igotf[oyo toe betweq sg ni aeniquue 
{f{eteve edt .Ietiqso antticqmt sce anttreqxe yrtnuco 
tavcoos Istiqeso bane tnerivo nc etnemysq tc sonelsd 
adnemevem [soifoyo doue@ .nsetdeq emee odd wollot yam 
eonelsd etsinqerqgs og ddiw tnetetenco YLoexline Sts 
edt gniuub tlotteb edt tend? bebiverq .atnemysa te 
auiquvea edd yd goxtio yllut ef ncokensqxe tc beltteg 
-oloyo eesntaeud s te earuce edt of 

‘yisnibre gnttoerico 10%t ncaget ca ef erent 2 
eetnsmysq te sonata sit oi ancliguvouli Isotloyo 
: ot enctteutoult fsotloyo sstmintm c3 qled yedT 


| feotfoyo s .e8s9 yns OL .tnemyotqme bas nottoube+g 
o - ; ws $2 ; taal , 
lars ay _ p rh 


Nethercut & Young 
A. 29 


Terento, Ontaric 
policy that is designed to attain the domestic 
objectives of monetary policy will ordinarily have 
a helpful effect on the balance of payments. Ina 
period of cyclical expansion, the monetary authorities 
Will restrain credit expansion when its effect in 
raising prices and costs is greater than its 
contribution to expanding production and employment. 
This will, at the same time, limit the cyclical 
deficit in the balance of payments and prevent an 
excessive rise in relative prices and costs. Similarly 
in a period of cyclical contraction, the monetary 
authorities will encourage credit expansion in order 
to avoid prolonged unemployment. This will limit 
the cyclical surplus in the balance of payments and 


prevent an excessive fall in relative prices and costs. 


10. When a country has a large surplus in its 
balance of payments during a period of cyclical 
expansion or a large deficit in its balance of payments 
during a period of contraction, this is evidence that 
relative prices and costs have become distorted. 
Monetary policy may then have to be adjusted to induce 
Wages to rise slightly more or less than the average 
increase of productivity. If wage rates are reasonably 
responsive to balance of payments conditions, it should 
be possible to make the adjustment. in relative prices 
and costs without adversely affecting production and 
employment. 

1l. There may be fortuitous conditions that 


cause a balance of payments deficit. This may be 
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the result of such special circumstances as a crop 
failure, the need to secure extraordinary imports for 
stock during a period of disrupted international trade, 
or a temporary outflow of short-term funds. It is 
preferable not to adjust monetary policy to fortuitous 
developments, for there is no necessary correlation 
between such changes in the balance of payments and 
the domestic economic situation. A monetary policy 
that is intended to offset a fortuitous balance of 
payments deficit could depress production and 
employment. A fortuitous deficit in the balance of 
payments should be met out of reserves, or if reserves 
are not adequate, out of foreign credits. 

12. The basic principle that should guide 
domestic monetary policy is that special measures 
are not necessary to deal with ordinary cyclical 
fluctuations in the balance of payments or a 
fortuitous deficit in the balance of payments. 
Instead, the monetary authorities should rely on the 
use of reserves for this purpose. It is an essential 
aspect of a policy of exchange stability that a 
country should hold reserves that are adequate to meet 
cyclical and occasional fortuitous deficits in the 
balance of payments. This requires reserves to be 
accumulated in the contraction phase of the cycle; 
and it requires a balance of payments surplus over the 
course of a cycle to enable a country to add to its 
reserves. The ability to reconcile the domestic 
objectives of monetary policy with foreign exchange 


stability therefore depends, in considerable part, 
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on a satisfactory system for providing monetary 
reserves to meet the needs of an expanding world 


economy. 


Interest rates and the balance of payments 


lps . 30 bhe past few years, there has been 
a tendency for relatively large amounts of short- 
term funds to move from country to country. For 
Some countries such capital movements have been a 
seriously disrupting factor in the balance of 
Payments. In 1960 and 1961, the recorded outflow 
of private short-term funds of U.S. nationals amounted 
to $2.8 billion. As errors and omissions in the two 
years amounted to $1.2 billion, there must have been 
a considerable unrecorded outflow of U.S. private 
short-term funds. To some extent, these movements 
of liquid funds were speculative in character, 
pearereh fears of depression or exchange depreciation. 
There is no way to avoid such speculative capital 
movements except by maintaining a strong balance of 
Payments and by moderating the downward cyclical 
movements in business activity. 

14. After allowing for speculative capital 
movements, it appears that there are large transfers 
of liquid funds in response to international differences 
in interest rates. Nevertheless, the magnitude of the 
problem may not be as great as is sometimes thought, 
probably for the United States and possibly for some 
other countries. The large increase in the foreign 


loans of U.S. banks, amounting to $2.8 billion from 
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1959 to 1961, was due to special factors. There has 
already been a slackening of the capital outflow of 
U.S. banks in the first half of 1962, with a net 
increase of only $200 million in outstanding foreign 
credits. Even so, short-term capital movements will 
remain an important element in international payments 
in the future. 

15. There are several reasons for the recent 
increase in transfers of liquid funds between financia 
centres. The basic reason is the greater economic 
strength and stability of the countries of continental 
Western Europe. Their payments surplus, the 
-eonvertibility of their currencies, and their large 
monetary reserves have made the holding of short-term 
funds in these countries safe and attractive. 
Furthermore, with the restoration of flexible credit 
policies, short-term interest rates fluctuate more 
readily in response to domestic business conditions 
and international differences in short-term interest 
rates are consequently much larger than formerly. 

This raises some questions regarding the relationship 
of interest rates to the balance of payments and the 
resulting limitation on the use of interest rates for 
the purpose of influencing the domestic economy. 

16. To some extent, it is helpful for short- 
term capital movements to be aretha ve to internationa 
differences in interest rates. Ifa country can 
attract an inflow of funds for a limited period by 
offering higher short-term interest rates, it will hav 


more time to adjust its economy to correct a balance 
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of payments deficit. From the point of view of the 
world economy, the adjustment of the balance of 
Payments through a strengthening of the trade position 
of a country is far preferable to an inflow of short- 
term funds. A shift of trade is likely to be gradual 
and its effects tend to be spread over the entire 

trading world. An inflow of short-term funds, on the 
other hand, will be concentrated on one or more 
financial centres that may have payments problems of 
their own. Nevertheless, there are occasions when a 
country cannot restore its balance of payments at the 
time and to the extent required except by raising 
short-term interest rates to attract a large capital 

inflow. 

17. A country has the responsibility of 

minimizing the adverse impact on other countries of 
a policy of high interest rates. It should avoid the 
emergence of a balance of payments deficit of a 
magnitude that requires drastic remedial measures by 
taking prompt action to keep its balance of payments 
in order. When a rise in interest rates becomes 

necessary, it should be limited as far as possible 
and a more appropriate relationship of interest rates 
to those in other financial centres should be restored 
as soon as possible. Finally, it should be recognized 
that this is an international problem and special 
facilities for assistance should be available to 
countries whose balance of payments is seriously 


disturbed by the transfer of liquid funds from one 


financial centre to another. 
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18. The greater sensitivity of liquid funds 
to international differences in interest rates presents 
a serious dilemma for domestic monetary policy. Ina 
period of inadequate production and employment, an 
eaSing of credit policy and a reduction of interest 
rates is called for to limit the cyclical contraction 
and to facilitate recovery. On the other hand, if 
lower short-term interest rates were to induce a large 
capital outflow, the monetary authorities might be 
hampered in their efforts to achieve the domestic 
objectives of monetary policy. This is an instance 
in which there could be a conflict between the domestic 
objectives and the balance of payments objectives of 
monetary policy. Some means must be found of avoiding 
or minimizing this potential conflict. 

19. The basic problem is not to prevent any 
movement of liquid funds from one financial centre to 
another, but to avoid large and disruptive movements of 
such funds. A country with an appropriate balance of 
payments would ordinarily have a surplus in a period of 
recession. A small outflow of liquid funds in response 
to lower short-term interest rates would not be unwelcom 
if the outflow did not exceed the normal cyclical 
improvement in the balance of payments. The difficulty 
arises when the outflow of liquid funds is on such a 
scale that it dwarfs the normal eyclical improvement in 
the balance of payments and creates a large deficit in 
the over-all balance of payments. It is necessary to 
retain a flexible monetary policy and, at the same time, 


to avoid massive and disruptive capital movements. 
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20. The solution to the problem may be found 
in moderating cyclical changes in interest rates. Prio 
to the restoration of a flexible monetary policy in 
1951, short-term interest rates on very liquid invest- 
ments were at 1 per cent a year or less in virtually 
all of the great trading countries except France and 
Germany. Even after 1951, a number of countries 
followed the practice of keeping short-term interest 
rates very low in periods of recession. In the United 
States, for example, the yield on three-month Treasury 
bills was less than 1 per cent in the recessions of 
1954 and 1958. The greater sensitivity of internationa 
capital movements to differences in short-term interest 
rates has compelled countries to avoid unduly low rates 
even during recession. In 1960-61, for example, the 
lowest average monthly yield on three-month Treasury 
bills in the United States was about 2¢ per cent. 

el. Without discussing the precise role of 
short-term interest rates in achieving the objectives 
of monetary policy, it is apparent that a et per cent 
Treasury bill yield can have much the same effect on 
the economy aS a l per cent yield while sharply 
narrowing the inducement to transfer liquid funds 
abroad. Fortunately, it has been possible to maintain 
this Treasury bill yield in the United States while 
keeping the availability of credit about as easy as it 
had been in previous recessions. Furthermore, during 
the current expansion of the U.S. economy it has been 
possible to keep the yield on Treasury bills below 


3 per cent -- lower than it had been in the expansions 
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of 1954-57 and 1958-60. The policy of avoiding very 
low short-term interest rates has not stopped the out- 
flow of liquid funds; but it has kept the outflow 


down to manageable amounts. 


International co-operation on capital movements 


22. It is now generally recognized that it 
would be desirable to have international co-operation 
in avoiding or offsetting disruptive movements of 
short-term funds. One suggestion is to have the 
great trading countries follow monetary policies that 
would remove or minimize the inducement to transfer 
funds from one country to another. If such co-operatio 
requires the avoidance of interest rate differentials, 
it is not practical. Such an approach to the problem 
would necessitate the virtual abandonment of monetary 
policy as a means of acting on the domestic economy. 
On the other hand, if such co-operation results in the 
narrowing of interest rate differentials by avoiding 
extremely high and extremely low short-term interest 
rates, it can be very helpful in limiting short-term 
capital movements. In fact, there is now close co- 
operation among the leading central banks on short- 
term interest rates. 

a> The well-being of the world economy will 
be better served if the great trading countries follow 
an independent and flexible monetary policy, properly 
related to their domestic economic situation and their 
long-run payments position, provided that this policy 


keeps cyclical changes in short-term interest rates 
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within a reasonably moderate range. To have an 
independent and flexible monetary policy, without 
extremely high or low short-term interest rates, other 
measures must be used to restrain home demand in a 
period of boom and to stimulate home demand in a period 
of recession. The monetary policy of a country will 
be more effective at home and less disturbing abroad 
if it is part of a comprehensive financial programme 
designed to maintain a high level of production and 
price stability as well as a strong balance 2 
Payments. 

24, Such national monetary policies would 
still permit short-term capital movements in response 
to interest rate differentials. With the narrower 
range of short-term interest rates, the international 
flow of liguid funds should ordinarily be moderate in 
magnitude daa helpful in maintaining a balanced pattern 
of international payments. Under such conditions, 
countries could usually be expected to finance an 
outflow of short-term capital out of their own reserves, 
There will be times, however, when a conjuncture of 
basic payments difficulties, a recession, and wider 
interest rate differentials will induce a larger outflo 
of liguid funds. If this occurs, it would be better to 
permit the temporary outflow of capital than to force 
an undesirable adjustment of eakurwat rates that might 


have adverse effects on the domestic economy. The 


great trading countries have recently completed 
arrangements to provide special resources, through the 


International Monetary Fund, to finance a temporary 


, 4 — - 
gud Sy iwowiltsh 
arwin® oto 


he over cf .ognet otstebem yidsncases 6 mind tw 


yodic ,estsy teemstni mred~-tucna wel te dgin ylomertxs 


6 Of basmteb emoed atertaes ct bean sd Jeum aeiweaseMm 


botseq g nt briemeb smed stelumitea od bos meed te betweq 


{fiw yrtauco s te yoticg yistencm efiT .nclaasoot te 
becids gnidiudetb aael brs omond ts ovivosTiIe stem od 
ommerso1rg Latonsott eviteanedesqmes gs te disq at tt TI 
bog soktoubcrgq tc Level dutd s sisintem ct bengtasb 
to soneied gncite s as [lew ag ytiltdste sotrq 


oatnemyed 


blucw astotf[eoq yratvencm Isnciten dove 8S 
eencqaset at etaoemoevem Istiqas mret-dtucde timreq [five 
yeaworren odd ddiw .elesitneretiib etsi teeretnt ct 
{[snottigsnistnt edt .asts t deoerstni mret-troda Ic sgnst 
rit stexvebom ed yituentbrce binuede about biupti to wolt 
nxstteq beoneised s gntntstnism ot Ivtgqler tities ebudingsm 


| 

| ~eficttibnco dove teboU .atnemysg Isncktisnrstat te 
| fg sonaenit ct betosqxe sd yitsvau bluco aeirtaueo 
| 
| 


.8evyreeer owe tiedt tc tuc Istiqso mret-trede to weltdue . 


te esxutonutaco sg netw ,.1r9vewcd ,aomidt ed [ftw sredT 
yobiw bog .octeeeseset sg ,aetil[vuottiib atnemysq ofeasd 
iefltduc yeatsl s sovubnt [ftw alslinetetiib ster sasirsitnot 


ot vetted od Bluycw tf .anrvooe etdt tI .ebawt birupif tc 


dndstm dSedtd ester dveaototnt tc tnemteu~bse ofdsiriesbnv ns 
edt .ymencos ofteemcb edd nc atoetts earevds oved 
betslames yLlinsoesr over el gctbsid dsorr 

eit dgverdd ,esorcass Iptoeqa ebtvergq ev at nomegnetis 


Yiercqmed gs songnti ot ~bawd yreteneM [enctisnietnt 
aa " ~ 


duedttw ,yotiog vratenom efdtxelt bos tnebneqebat 


sorct ct nedd Isgtiqes tc welttduc yreicqmed ont ¢imregq , 


ah) 
t 
Ig 
le 

i 

- 
la 
- 
g 


i 


Nethercut & Young 
A738 


Trento, Ontario 


outflow of capital. With these special resources, the 
members of the Fund should be able to meet any balance 
of payments deficit that is likely to result from 
short-term capital movements. 

256 The international relationship of long- 
term interest rates involves more complex problems. On 
the whole, differences in long-term interest rates 
among the great trading countries have tended to become 
narrower in recent years. Nevertheless, there are 
natural capital exporting countries in Western Europe 
with a strong balance of payments whose long-term 
interest rates are substantially higher than those in 
the United States. It would, of course, be desirable 
to narrow these international differences in long- 
term interest rates. Because of the high level of 
unemployment in the United States, it is important to 
achieve this by a lowering of European interest rates 
rather than a raising of American interest rates. 

Dr. Holtrop, president of the Netherlands Bank, has 
proposed that international co-operation among central 
banks be extended to the field of long-term interest 
rates. Such co-operation could be helpful in securing 

a more rational distribution of the sources of long- 
term international capital among all the natural capital 


exporting countries. 


E. M. Bernstein 


Washington, D.C. 
September 6, 1962. 


&.. 


| Be ap ‘2 " 


A 
= 
Ce 
"a 


- 


oO 


eit ,asomucaset Istoege easdt dviW. .ietiqso te weltdue 


a 
- q@ a 


soneisd yas teem ot efds ed blucta bou® ond te aeredmem 


ae | 


mext tivesa ct yledil et. tedd tiolteb atnemysq ‘tc 
-atnemsvcm L[stiqgo miret-ticda 
~gno.l tc qidenctisiex Isnctiienisiat eciT -€S, 


70 ~amefdexq xolqmes sacm aevicvat aster tastednat ored 


4a YF Oo PrP @ WD 


aster deeretni mxed-ancol at asonsitesttib ,eiedw. sd? 


smcoed ct bsbnet over astrtnuco antbetd desig odd anoms 


4 


mo © 


etm eroedd ,easiendiseaveA .axrsey insost ot tewouwrsn 
esaqciwd anretesW oi esiadauco antiacqxs L[atiqso I[etwien 
mret-gnocl sacnw etnemnyeq tc soneLad gncitea s dAdiw 
nt gsacdt osnd tedegtd yilsettngtadue ers eotexr tasretnt 
sidettaeb ed ,.eenuco ‘tc ,.bfiuew tI .a9tgte: betinU edd 
-gact at agonetaltib Lenciienvetnt saedd worisn cit 
te Level dgid ed Ic seusoe .aetat desrstot. mies 
od tastxceqmi af ti ,estetea betinU edt nt. tnemyclqmeny 


aster teerestnt nesqcmad tc aniyswel e yd aidd svetdos 


{ 


aeestsit tdasietni opofsemA tc gntetses a osdt serltet 

asd ,dnsd abngsiteddes sit Ic tnehlLeesq .qetticH .17 
Letinso 3ncms ee fenctisntsint ted? besecgqerag 
Jesrsta£L mret-sncl te blett sdt ct bebnetxs sd exaoasd 
aniivoess nt futqfed sd biluco nctieveqc-co dove .estet 


- 


nef tc aaenrvca ott te nettudirtetb. [encliat sicm Ba 


Qs . 


Istiqso feruten edt [fs ancms faetiqso isncttisnteiat mies 


.eelxtinuco goiticgqxs 


fnistanyved .M .8 


eed .nictantdaswW 
~S0CL 0 stedmsiqee 


Z —_, Be a. l,l ait: 
_ - 7 : . i -_ 


Nethercut & Young 
A. 39 


Trento, Ontaria 
E M B (LTD.) 


THE ROLE AND OBJECTIVES OF DOMESTIC MONETARY 
POLICY. 


I. Objectives of Monetary Policy 
1. The objectives of domestic monetary policy 
are not the same for all countries. Ina high-income 


country, primarily industrial in character, the 


objectives of domestic monetary policy may be summarized 


as follows: 

(1) To maintain a high level of production 
and employment and to minimize cyclical 
fluctuations in economic activity; 

(2) To maintain approximate stability in the 
wholesale price level of domestically 
produced industrial goods; 

(3) To maintain stable exchange rates, 
except as a change in parity is 


necessary to avoid a large and persistent 
imbalance in international payments. 


Production and employment 
2. The primary objective of monetary policy is 


to facilitate the maintenance of a high level of 
production and employment. To achieve this objective, 
aggregate demand must be adequate to utilize the 
productive resources of the economy, particularly the 
labor force. One aspect of this objective is a 
minimize the cyclical fluctuations in production and 
employment that involve a recurrent fall in production 
and employment during the contraction phase of the 
cycle. Beyond that, it is desirable to facilitate the 
movement of productive resources from the declining to 
the rapidly expanding sectors of the economy. More 
recently, emphasis has been placed on encouraging a 


high rate of growth of production. 
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3. Ina high-income economy, there is a tendency 
for economic activity to fluctuate in a more or less 
regular cycle. If the cyclical decline in production 
and employment could be reduced during recession, and 
the period of recession shortened, the average level of 
production and employment would be raised considerably. 
Cyclical fluctuations in economic activity are largely 
due to the fact that certain sensitive sectors of 
expenditure tend to rise relative to the gross national 
product in periods of expansion and to fall relative 
to the gross national product in periods of contraction. 
These sensitive sectors are consumer durable goods, 
residential construction, fixed business investment, 
and additions to business inventories. 

4, Although the sensitive sectors of the 
economy are larger relative to the gross national 
product than they were in the past, the amplitude of 
cyclical fluctuations has tended to become smaller. 

The principal reason for this is that other economic 
measures have tended t2 dampen the concomitant changes 
in aggregate demand that accompany the cyclical 
fluctuations in the sensitive sectors. The most 
important of these stabilizing factors is undoubtedly 
the social security system--primarily unemployment 
insurance. Fiscal policy, particularly public 
expenditures, has also come to be used to a greater 
extent as a contra-cyclical device. 

5. Monetary policy can be a helpful instrument 
in moderating cyclical fluctuations. All of the 


sensitive sectors of the economy are to some extent 
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financed through credit. The tightening of credit in a 
period of excessive expansion can, therefore, compel 
some reduction in demand in these sectors. Similarly, 
it is possible to some extent to limit a cyclical 
contraction and to induce a resumption of the expansion 
by easing credit. The manner in which credit policy 
operates on the level of business activity will be 
discussed later. 

6. There is a question of the extent to which 
persistent unemployment can be dealt with through 
credit policy. In every dynamic economy, there are 
some industries expanding at a better than average rate 
and others that are declining. Monetary policy can 
help to maintain a high and efficient level of productio 
by facilitating the expansion of the industries that 
are growing. For this purpose, it is necessary to 
induce the movement of labor from the declining industriges 
toa the growing industries. Aggregate demand should be 
kept high enough to provide opportunities for increased 
employment in the growing sectors, but not so high as 
to obviate the need for a transfer of resources from 
the declining sectors. This may involve some unemploy- 
ment in the declining industries. While it is not 
desirable to choke off expansion on the first signs of 
full employment in a few sectors, it is a mistake to 
tolerate inflation in order to offset the immobility 
of some productive resources. In determining the 
appropriate level of aggregate demand, the monetary 
authorities must, therefore, take cognizance of the 


effect of expansion on prices and the balance 3f payment 
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as well as on total production and employment. 

7. The problem of maintaining adequate aggregate 
demand is not merely one of offsetting ordinary 
cyclical fluctuations in the sensitive sectors of the 
economy. Over longer periods of a decade or more, there 
may be a slowing down in the growth of aggregate demand. 
Such a change has occurred, and usually occurs, after 
a great war. In the United States, the postwar period 
started with a large accumulation of demand for consumer 
durable goods, residential construction and plant and 
equipment of all of which a considerable deficiency, 
relative to postwar needs, had developed during the 
great depression of the 1930's and the second World War. 
This exceptional demand was gradually met, with postwar 
-_peaks in absolute output or in output relative to 
trend reached in these sectors at various times between 
1955 and 1959. The failure of these sectors to-continue 
to expand at their previous rates is the principal 
reason for the slowing down of the growth of production 
in the United States in the past six or seven years. 

8. After an exceptionally high level of demand 
for durable goods and construction has been satisfied, 
there is an interval in which demand is less than 
normal relative to total personal incomes and the gross 
national product. Within a few years, it may be 
expected that replacement needs will rise and the growth 
population and income will onee more require a larger 
expansion in the economy's stock of durable goods and 
construction. It seems to me that this is already 


happening in the demand for automobiles. Within a few 
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years, it will begin to happen to residential construct 
and to plant and equipment. This pattern of exceptiona 
high demand followed by less than normal demand, typica 
of every postwar period, creates new economic problems. 
While it was necessary to restrain excessive demand, 
which was exerting inflationary pressures in the early 
postwar period, it is now necessary to encourage 
adequate demand to avoid unemployed resources. In 
time the problem will be met by the recovery sf demand 
for durable g90ds and construction and by the growth of 
other sectors of the economy. In this interval, howeve 
it is essential to. use monetary and economic policy to 
encourage an adequate level of aggregate demand. 

9. A great deal of stress has recently been 
placed on the rate of economic growth. The average 
annual rate at which the output of an economy grows 
depends in part on the improvement of productive 
efficiency in each specific industry and in part on 
the shift of production from lower output sectors to 
higher output sectors. In general, the high output 
sectors are the durable goods and construction 
industries. The low output sectors are agriculture 
and certain service industries. The shift to high 
output production is primarily a response to consumer 
preference. Within limits, it is possible for 
Governments to facilitate such a shift, although monetar 
policy is not an effective means of changing the 
structure of the economy. Specific improvement in 
productive efficiency, industry by industry, is largely 


a matter of technology. It is possible, however, to 
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encourage a wider use of the most efficient methods of 
production by reducing the cost of undertaking new 
investment. 

10. The rate of economic growth in the United 
States and Canada in recent iyears has been much lower 
than in continental Western Europe and Japan. In these 
eountries, too, the rate of economic growth will slow 
down after the exceptional peste demand has been 
met, although it will probably remain higher than in 
the United States and Canada. One reason is that their 
pattern of output is shifting toward the high output 
industries already characteristie of the United States 
and Canada. Furthermore, the present differential in 
productivity, industry by industry, between the United 
States and Canada on the one hand and Western Europe 
and Japan on the other hand, cannot iouatae indefinitely. 
With their highly developed technology, skilled labor 
and enterprising management, their productive efficiency 
will in time come nearer to that of the United States 
and Canada. The important objective is to maintain a 
high level of production and employment, encouraging the 
growth of the efficient sectors of the economy. It is 
not of fundamental significance that the average annual 
rate of growth of total output may be somewhat lower 


in the United States and Canada than in Western Europe 


and Japan. 


Stability of prices 
Liaw The appropriate price policy for a high- 


income country, primarily industrial in character, is 
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to maintain approximate Stability in the wholesale 
price level sof domestically produced industrial goods. 
The view that monetary policy should be directed toward 
achieving approximate stability in consumer prices seem 
to me untenable. Such a policy would make it very 
difficult, if not impossible, to attain the other 
objectives of monetary policy. 

AL 2 in Consumer prices have a tendency to rise 
relative to wholesale prices. This is because such 
prices contain a larger element of services than 
commodity prices. As sutput per unit of effort for 
many Services rises less than output per unit of 
effort in commodity production, while wages, salaries 
and fees in both types of employment tend to move 
together, the long-run trend of consumer prices will 
be to rise relative to wholesale prices. In a period 
of rapid price fluctuation, consumer prices will rise or 
fall less than wholesale prices. Ina period of relativ 
Stability in wholesale prices, consumer prices will 
rise steadily, say, by about 1 per cent a year. In 
the United States, for example, wholesale prices are 
about the same in 1962 as in 1958, but consumer prices 
have risen by 5 per cent. 

he? If monetary policy were directed toward 
maintaining stability of consumer prices, the structure 
of all other prices would have to i adjusted to an 
appropriate relationship with this index. Wholesale 
prices would have to fall by an average of about 1 per 
cent a year. Wage rates would have to rise at an 


average rate of about 2 per cent instead of 4 per cent 
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a year. Interest rates would have to be lower by about 
1 per cent. Such a pattern of prices and interest rates 
would make it much more difficult to achieve the 
objectives of monetary policy. 

14. In every dynamic economy, some changes in 
relative wages are necessary. It would be much easier 
to adjust relative wage rates in different industries, 
and the average level of wages relative to those in 
other countries, if the normal rise in wages were about 
3 per cent a year instead of 2 per cent a year. If 
wholesale prices are kept approximately stable, the wage 
differential between industries can be widened by about 
3 per cent a year without necessitating a reduction 
of wages in the declining industries. Furthermore, 
where wage costs have to be held down to strengthen the 
international competitive position of a country, it is 
much easier to achieve a relative gain of, say, 1 per 
cent a year for a few years when the average rise of 
wages is 5 per cent a year instead of 2 per cent a year. 

154 If consumer prices were Kept stable, interes 
rates would have to be about 1 per cent lower. To 
induce investment, the expected gross annual return 
from a project must be equal to the gross annual 
investment cost-- that is, depreciation and interest. 

As wholesale prices would be declining, the gross 
return would tend to be lower anaer a policy that ! 
undertakes to keep consumer prices stable. To offset 
this, interest rates would have to be lower. It is 
much more difficult to use monetary policy effectively 


when the appropriate level of interest rates is very low 
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16. In a world economy, where stability of 
exchange rates is accepted as one objective of monetary 
policy, it is necessary for the great trading countries 
to follow consistent price objectives. If all countrie 
were to undertake to maintain stability of the consumer 
price index, this would involve different rates of 
decline in their wholesale prices. As these are the 
prices of international trade goods, the relative price 


of export goods would soon depart from the relationship 


necessary for a strong pattern of international payments. 


On the other hand, if all countries were to undertake 
to maintain stability in the wholesale prices of 
industrial goods, the relative prices of export goods 
would generally be appropriate for balancing inter- 
national payments. Any adjustment in relative export 
prices to take account of changes in reciprocal demand 
yenas be achieved through moderate changes in wage rate 
relative to productivity-- with a slightly higher rise 
in wages relative to productivity in surplus countries 
and a slightly smaller rise in wages relative to 
productivity in deficit countries. 

Bl. It may be useful to give greater precision 
to the concept of approximate stability in the whole- 
sale price level of domestically produced industrial 
goods. For the great trading countries, this is the 
price level of most of their —-, Some of the 
great trading countries are also exporters of 
agricultural products. This does not require any 

gualification in the price objective of monetary policy|. 


Agricultural prices can be adjusted to world levels 


te ytilidete eterw .ymcncos bircw se al Ol gy 
yisiencm te svivoetde snc as betqeoos at aetsy sanedoxe 
esiitinuco gniber3 tee tg edt tet yiseasoon ai ti yyoticg . 
sietinueo fils II -eevitoside soing tnetetenco welict ct 
temvenco edt Ic Yiltdsta nitsitnism ct eNxatiebny cd stew 
tc aotet dnersttib ovicval biucw atd? .xebmt soirtq 
edt ets saedd @eA .agotiq elsestciw rtedit nt entiosb 
peolig ovitelor eid ,abecsx, sbaetd Isncitsnretnt to asotag 
| gidenckisilex odd mort disqeb occa Hbilucw abcoeg turcqxe te 


dnemysqg [snctisnitsini te nretiaq agncita 6 1cl Yisaasosn 


enstyebay ct stew asixinuco [fs IL-..,basd tentc odd o0 
tc esotxq siseaefedw ont nt yitilidete nistnism cit 
ebcog dxcqxe tc aeotrg sviteflet edd .aebcern Isiutanbnt 
-fotokl antonsisd 202 sisirqerqqs sd ylisirsner bilucw 
dycqxs ovidvsfoer ot tnemteutbe yoA .-.adtnomyeq Isnceltsn 


baemeb fgeocigqioet oi aexnnsdo te tnvucoos sted cd asoing. 


Betset efsw mL aegnsio. stierobem Aauondd bevetios sd biuco 
Sait sedgin Yltrigife «6 dtiw --ysivitouborgq ot sevitsisr 
esivttouco eulqive at yiivitoubcrxq ct evitsle1 aegsw not 
ct evitafex eegeaw nik eaiy relleme ylingtfie 6 bos 
-esininuco tiotteb oft yttvidoubcerq 

niclalostg tedserg evig cd futoau od yom tI alt 
re edd ami ytiltdeta etemixerqgqse te tqeonco edd ct 
fetataubnt beovberg ylilsottaemcbh te fevel sotaq sise 
edt af eins. ,.eetisvnuco. gnibert dgerg. oft ach ..abecy 
edt te emc@ .etacqxo ttedt to teom te Level soitq 
te avetueqne cals ets azetatnuco  gnibett veo 
wos silupes vem escb aldT .atouberq Lavutivuotras 
\Nolleg ysstencm tc evitdoside eoltq eit at mettsoittisup 


_ afevel biicw cd beteutbs ed aso asotag Isiuttuotaga 


: : - 


Nethercut &é Young 
A. 49 


Terente, Ontario 


without the necessity of difficult adjustments in wage 
rates. Furthermore, as agricultural prices may follow 
a rising or falling trend for long periods, the 
Stabilization of a price level including such products 
‘would necessitate an offsetting fall in industrial 
prices when agricultural prices rise and an offsetting 
rise in industrial prices when agricultural prices fall. 
It is inconceivable that a country could follow a price 
policy that might require a fall in wage rates as 
agricultural prices rise and a rise in wage rates as 
agricultural prices fall. This would not be helpful 

to the domestic economy and it would be completely 
destructive of the balance of payments. 

18. Approximate stability of prices is not 
intended as a euphemism for a Ben but steady inflation. 
Rather, it is a recognition of the fact that it is 
impossible to maintain absolute stability of wholesale 
prices of domestically produced industrial goods because 


of cyclical fluctuations in economic activity. A rise 


of one or two per cent in a period of expansion, largely} 


accounted for by higher prices of industrial raw materia 
and a fall of the same magnitude in a period of contract 
are completely consistent with the objective of long- 
term stability of the wholesale price level. 

19. Furthermore, some small changes in the price 
level may be necessary for te lanes wf payments reasons. 
When a country's demand for imports is rising steadily 
relative to its exports, a persistent balance of payment 
deficit can be avoided only by strengthening the trade 


position or by increasing foreign exchange receipts 
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relative to payments in other ways. An improvement 

in the tnade position may require a lowering of export 
prices relative to those of other countries. This 

can be achieved by limiting the rise in wages for a 
time to somewhat less than the average increase in 
productivity in the export industries. A modest 
adjustment of relative prices in this way is consistent 
with the objective of approximate stability in the 
wholesale price level of domestically produced 
industrial goods. On the other hand, there will be 
occaSions when a small rise in prices may be necessary. 
Thus, if a country has a persistent balance of payments 
surplus, resulting from an improvement in its real 
international economic position rather than from 
widespread inflation abroad, it would be appropriate | 
Go laters t wages to rise somewhat more than productivity 
and thus to secure an appropriate relationship to the 
export prices of other countries through a rise in 
domestic prices. 

20. In a world economy based on the principle 
of stable exchange rates, monetary policy must be 
directed toward maintaining approximate stability in 
the wholesale price level of domestically produced 
industrial goods. While this may involve a very slow 
rise or fall in the price level for a limited period, 
as a method of adjustment, it does not justify an_ 
attitude of indifference toward a persistent rise in 
prices not resulting from a balance of payments surplus. 
Under present conditions, when the danger of widespread 


inflation in the great industrial countries is negligibl 
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a country with a persistent tendency toward higher 
prices, aS a consequence of wages rising more rapidly 
than productivity, will inevitably be confronted with 

a persistent balance of payments problem. An appropriat 
wage policy is necessary for price stability. Monetary 
policy must, therefore, provide an environment which 

is conductive to keeping the average rise in wage rates 
closely linked to the increase in productivity in the 


industrial sector. 


Stable exchange rates 


21. The stability of exchange rates as an 

objective of monetary policy must be understood within 
the framework of the principles in the Articles of 
Agreement of the International Monetary Fund. The 
Fund reauires each country to agree a parity for its 
currency. Thereafter, it must maintain exchange rates 
within one per cent of the agreed parity without 
imposing restrictions on current exchange transactions, 
except aS such measures are authorized by the Fund. 
To help countries meet temporary balance of payments 
deficits, without the necessity of imposing exchange 
restrictions or altering the agreed parity, the Fund 
provides assistance from the common reserve it holds 
for all its members. 

aes This concept of exchange stability must be 
distinguished from that embodied in the traditional gold 
standard as it was operated before the 1930's. Under 
the traditional gold standard, stability in the gold 


value of the monetary unit was considered the primary 
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objective of monetary policy and all other objectives 
of monetary policy were subordinated to that end. The 
money Supply was closely tied to reserves of gold or 
foreign exchange and therefore quickly affected by a 
balance of payments surplus or deficit. The traditiona 
way of dealing with a persistent balance of payments 
deficit was for the monetary authorities to impose 
Severe deflationary measures on the economy. This is 
not the purpose of the International Monetary Fund. 
If stable exchange rates can be maintained only by 
imposing severe restrictions on current transactions 
or by deflating the domestic economy, the Fund 
recognizes that it would be preferable to alter the 
agreed parity. 

25° In a world economy that is functioning 
reasonably well, a great trading country will find that 
a fixed parity, appropriate to its international economi 
position, is a helpful means of maintaining a greater 
degree of stability of production, employment and 
prices. Suppose, for example, that a country has a 
boom so that the demand for resources for domestic 
investment increases more rapidly than the availability 
of domestic savings adjusted for the normal inflow or 
outflow of capital. If there were no way to acquire 
supplementary resources (imports) from abroad, the 
excessive home demand would cause a rise in prices; 
and if the pressure of excessive demand were large and 
persistent, it would lead to inflation. In a world 
economy , however, it is possible for a country to have 


an import surplus and in this way to acquire the 
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additional resources that enable it to maintain home 
investment and hold down the pressure of excess demand. 
24, Similarly, when a country has a recession, 

the world economy absorbs part of the effect of the 
decline in aggregate demand and minimizes the impact 
on production and employment. In a recession which is | 
confined to one or a few countries, imports fall relative | 
to exports and the increase in the trade surplus enable 

a country to maintain production and employment at a 
higher level than would otherwise be possible. A countny 
whose cyclical fluctuations tend to coincide with those 
of the United States, and a great part of whose trade 

is with the Sndbed States, will not derive as much 
Stabilizing effect from the world economy as a country 


whose cyclical fluctuations are wholly independent of 


those of other countries. Nevertheless, even such a 
country will find that its balance of payments on 
current account ordinarily tends to move counter. to its 
domestic economy. 

25 In a country with a fluctuating exchange rate, 
the behavior of the exchange rate may exaggerate the 
effects of its own cyclical fluctuations. When there is 
an increase in aggregate demand, imports rise. This 
will compel a decline in the foreign exchange value of 
its currency and import prices will rise correspondingly. 
The depreciation of the exchange rate might also induce 
a rise in the prices of some export goods. On the othe 
hand, when there is a decrease in aggregate demand, 
imports fall. This will compel a rise in the foreign 


exchange value of the currency. The appreciation of 
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the exchange rate would induce a fall in the prices of 
some export goods and the lower prices of import goods 
would put pressure on the prices of competing domestic 
goods. Thus a fluctuating exchange rate may intensify 

the usually moderate fluctuation of prices in a busines 
eycle. 

26. The stabilizing effect of the world economy 
depends upon the magnitude of its trade of more than 
$120 billion a year, from which an individual country 
can draw relatively more in the way of imports in time 
of boom and into which it can contribute relatively 
more in the way of exports in time of recession without 
seriously affecting the economy of other countries. 
Thus other great trading countries absorb in small’ 
part some of the instability originating in another 
country with a cyclical expansion or contraction, and 
they can do this without adverse effects on their own 
economy because each country's share in providing more 
exports or in taking more imports is so small. On the 
other hand, the aggregate benefit to the country with 
the cyclical fluctuations from the contribution to its 
stability made by other countries may be quite significant. 

27. There are instances in which a policy of 
fluctuating exchange rates would be justified. Ina 
country highly dependent on exports of one or a few 
basic commodities, large cyclical fluctuations in the 
prices of its exports could lead to severe inflation 
and deflation. The changes in prices of export goods 
would generate an excessive expansion of aggregate 


demand when there is a rise in prices and a severe 
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contraction of aggregate demand when there is a fall in 
prices. Furthermore, the real income effects of a 
large rise or fall in prices of basic export commoditie 
would be concentrated on the export sector. With a 
fluctuating exchange rate, the real income effects 
would be shared by all sectors of the economy, approx- 
imately in proportion to their absorption of import 
goods. This would not prevent serious consequences 
from the large fluctuations in the real income of the 
economy, but it would spread the incidence in some 
reasonable way over the economy as a whole and it would 
moderate the domestic fluctuations in economic activity 
induced by large changes in export prices. 

28. A policy of fluctuating rates could also 
be justified if there were a tendency in the rest of 
the world toward persistent inflation. A country that 
is able to maintain price stability at home could be 
subjected to inflation from a persistent excess of 
demand abroad. The balance of payments surplus would 
reduce the output available to meet domestic demand 
and the accumulation of reserves would either expand the 
domestic money supply or require offsetting action by 
the monetary authorities. Under these circumstances, 
a country could attempt to minimize the domestic effects 
of the inflation abroad through a steady appreciation of 
its currency in a freely fluctuating market. The case 
is not significant under present conditions. The fact 
is that other great trading countries are not suffering 


from an inflation that would impose difficulties on any 


other country. 
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29. The great difference between the system of 

fixed exchange rates under the International Monetary 
Fund and under the gold standard is that the Fund 
recognizes that a change in parity may be necessary 
and provides an orderly way for making such a change. 
It is not in the interest of the rest of the world for 
a great trading country to continue an inappropriate 
rate of exchange. The support of an overvalued exchange 
rate through restrictions on current transactions limits 
the exports and imports of a country, to the detriment 
of that country and the world economy. The attempt 
to restore the balance of payments through domestic 
deflation may be even more destructive. It imposes 
an inadequate level of production and employment on the 
domestic economy without entirely avoiding the limitatio 
on exports and imports. For this reason, the Fund 
regards a change in parity as an appropriate means of 
correcting a large and persistent balance of payments 


deficit. 
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II. The Role of Monetary Policy 
Monetary policy and economic policy 


30. In setting forth the objectives of domestic 
monetary policy in connection with production and 
employment, prices, and exchange rates, it is not 
intended to imply that these objectives comprehend the 
whole range of economic objectives or that monetary 
measures are the only means by which these objectives 


can be achieved. The fact is that monetary policy 


deals with only one aspect of the forces acting on the 
economy, and while monetary measures are of great and 
universal importance, they are not omnipotent. 

3. It should be noted that the objectives of 
monetary policy are by no means the only economic 
objectives of Government. The broader objectives of 
economic policy are related to the structure of the 
economy, the distribution of income, the use of 
income for consumption and investment, etc. Although 
the role of monetary policy in these broader economic 
objectives is necessarily limited, it is not without 


some effect. For this reason, monetary policy must 


conform to the broader objectives of the economic 
policy of the Government. In some instances, monetary 
policy can be used to contribute to the attainment of 
other economic objectives. In other instances, 
monetary policy can be used to avoid undesirable reper- 
cussionary effects from measures taken by the Governmen 
to achieve other economic objectives. 

326 It is commonplace to say that fiscal policy, 


wage policy, trade policy, etc. have a tremendous 
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impact on production and employment, the level of prices|, 
and the balance of payments. At times, such policies 
may be more effective than monetary measures in 
achieving some or all of the objectives of monetary 
policy. This is not a justification for the view that 
monetary policy can be neglected. Even when other 
measures are used to attain these objectives, their 
effectiveness will depend in part on having monetary 
policy directed to the same ends. Furthermore, as 
monetary policy can be applied much more quickly and 
flexibly than some other measures, the initial steps 
in achieving these objectives will almost always have 


to be taken by way of monetary policy. 


Credit policy and the money supply 


Do's The basic role of monetary policy arises 
from the fact that the Central Bank is charged with 
managing the monetary system of the country. Its 
first task is to assure a supply of money that will 
enable the economy to function effectively.* The 
production, the distribution and the use of the 
national product involve financial transactions for 


which the economy needs money. As production grows, 


Enel 


* The money supply in this discussion is defined as 
currency outside banks plus demand deposits adjusted 
to exclude the deposits of the national Government 
and interbank deposits. This is the definition of 
the Board of Governors of the Federal Reserve system 
and it is used to facilitate consideration of the 
problems involved in acting on the money supply 
in the United States. 
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the need for money grows, ordinarily at about the same 
rate as the increase in the national product. If the 
money supply increases too little, it may tend to 
restrain the growth of aggregate demand and cause 
unemployment. If the money supply increases too much, 
it may tend to encourage excessive aggregate demand and 
cause inflation. 

34. Over longer periods-- and even in short 
periods-- the need for money may not increase at the 
Same rate as the increase in the national product. 

This is particularly true as new institutional arrange- 
ments are evolved for holding liquid assets, other than 
money, or as the inducement to hold money relative to 
income earning assets changes. It is not possible, 
therefore, to determine directly from a comparison of 
the rate of growth of the money supply and of the gross 
national product whether the increase in the money 
supply has been excessive or deficient. As long-term 
interest rates tend to vary with the ratio of the gross 
national product to the money supply (the velocity of 
money), the conjuncture of high interest rates and 
persistent unemployment may indicate an inadequate 
growth of the money supply while low interest rates 

and inflation may indicate an excessive growth of the 
money supply. | . 

35 As a practical matter, monetary policy acts 
on the money supply by constant short-run adjustment of 
credit conditions to the needs of the economy rather 
than by deliberate measure to achieve a particular money 


supply. Under certain conditions the monetary authorities 
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may not be able to increase the money supply by what 
might appear to be a reasonable amount without risking 
serious adverse effects. In the expansion from the 
first quarter of 1961 to the second quarter of 1962, 
the gross national product of the United States 
increased by $51 billion a year (about 10 per cent). 
In the same period, the money supply increased by $4.5 
billion (about 3 per cent). Throughout this period, 
the Federal Reserve Banks maintained a high level of 
free reserves and member banks increased their assets 
substantially. The failure of the money supply to 
increase at the same rate as the gross national product 
is accounted for by the fact that time deposits in all 
commercial banks increased by about $17 billion, apart 
from the increase of savings deposits in other 
institutions. Furthermore, there was a large outflow 
of short-term funds from the United States. If the 
Federal Reserve Banks had provided the banking system 
with much more reserves, they would probably have induce 
a larger increase in time and savings deposits and a 
greater capital outflow without significantly increasing 
the money supply. 

36. The key to an appropriate monetary policy 
is easier credit at relatively low interest rates when 
production and employment are low, and tighter eredit 
and relatively high interest rates when production and 
employment are high. The great change in the economic 
environment in recent years and the persistent high 
level of unemployment has caused a striking change in 


eredit policy in the United States and will probably lea 
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to a similar change in other countries. So long as 
the economy was under inflationary pressures, in fact 
until 1960, the Federal Reserve authorities regarded 
it as necessary to place the economy under restraint 
in a period of cyclical expansion. Throughout the 
19 months of the expansion so far in this cycle, however, 
the Federal Reserve has provided a generous level of 
free reserves, that is, excess reserves less member 
bank borrowings. In the last few months, the free 
reserves of member banks have been reduced from an 
average of $500 million to about $350 million, primaril 
to keep the yield on Treasury bills above 2-3/4 per 
cent in order to minimize the outflow of short-term 
funds. This will be the first cycle since 1949 in whic 
the member banks will not have had net indebtedness to 


the Federal Reserve at some time during the expansion. 


Availability of credit and interest rates 


ore The effect of monetary policy on economic 
activity depends in large part on the Suvivscoene in 
which it is applied. When the economy is already well 
supplied with cash balances, it is not possible to 
prevent inflation, in a period of great demand for 


output, through the ordinary operations of monetary 


policy. This was the situation in the early postwar 
years. Nevertheless, there was a tendency to under- 
estimate the extent to which monetary policy could 

restrain inflation. Similarly, in a period of deep 
depression it is difficult to create a great induce- 


ment to expansion through monetary policy. A very 
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‘easy credit policy, as in the 1930's may result in 
flooding the economy with unused cash balances rather 
than in bringing about an adequate recovery in 
production and employment. Even under such conditions, 
an easy credit policy can contribute to some extent to 
economic recovery. 

38. The most favourable environment for 
effective monetary policy is a period in which aggregat 
demand is neither too strong to be restrained nor too 
weak to be stimulated through credit policy. This is 
the environment in the United States at present and 
the environment that is likely to continue for some 
time. The shift in the credit policy of the Federal 
Reserve in the past two and a half years is a recog- 
nition of the fact that the environment has shifted 
from one of excessive aggregate demand to one of 
deficient aggregate demand. The bolder use of credit 
policy that is possible in the new economic environ- 
ment is limited to some extent by the more sensitive 
balance of payments situation. Despite this, credit 
policy is now much bolder than in the past and this 
has been helpful to the economy. 

39. There may be some question regarding the 
precise effect of credit policy on the level of 
economic activity, but there can be no doubt that it 
does have some positive effect. Rn kbeat deal of 
investment is undertaken with borrowed funds. Under 
these circumstances, it is inevitable that some expen- 
diture will be dependent on the availability of credit. 


In periods of tight credit, it will not be possible to 
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finance some investment, and such investment will be 
put off or abandoned. In periods of easy credit, there 
will be an inducement to undertake some investment that 
might not otherwise have been made at all or at that 
time. Thus, a flexible credit policy will tend to 
reduce the amplitude of cyclical fluctuations and a 
generally easier credit policy will tend to raise the 
average level of production and employment. 

4O, The changes in the level of interest 
rates that accompany changes in credit policy are an 
important factor in bringing about an increase or 
decrease in investment relative to what it would have 
been at different interest rates. There are some types 
of investment in which interest: rates are of relatively 
great eines in determining. the total cost of a 
project. This is true of construction, the investment 
of local governments, and the investment of public 
utility and other enterprises with large capital per 
unit of output. Even for ordinary business enterprises 
interest rates are of some consequence in determining 
how much investment to undertake and.when to undertake 
it. 

Al. When a business firm is considering 
whether to undertake investment to expand production, 
it will have to determine whether the gross annual 
investment return will amply cover the gross annual 
investment cost -- that is, depreciation and interest. 
The gross annual investment return depends upon the 
expected average annual output attributable to the 


investment, the probable price at which it can be sold, 
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1 and the expected cost of materials and labour used in 
2 production. As all of these computations involve 
3 projections over a number of years, the gross invest- 
4 ment return cannot be estimated with great accuracy 
5 and estimates are, as a consequence,, made on a fairly 
6 conservative basis. While interest rates may not be 
7 the decisive factor in determining whether any given 
8 investment will be undertaken, there will be a 
9 greater inducement to undertake investment, under any 
10 given conditions, at lower interest rates than at 
af higher interest rates. 
12 4O, The importance of interest rates is 
13 even greater when a business firm is considering 
14 whether to replace equipment it already has with new 
i5 equipment. As this need not involve expansion of 
16 productive capacity, although the old equipment may 
17 be retained for standby use, it is less important to 
18 project the probable output and the gross investment 
19 return. The decisive guestion is whether the out-of- 
20 pocket costs of production with the existing equipment 
21 will be higher than the out-of-pocket costs plus the 
22 gross investment costs with the new equipment. Of 


course, a firm would not be willing to undertake new 


investment unless it were reasonably sure that it 
could sell the output. This would not require an 
expansion of sales unless the capacity of the new. 
equipment is larger than that of the equipment it 
replaces. For these reasons, interest rates may be 
of greater importance in determining whether invest- 


ment should be undertaken for raising productive 
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1 efficiency than in undertaking investment for expanding 
2 capacity. 

3 43, Changes in interest rates may act on 

4 the inducement to invest in another way. When 

5 interest rates rise to levels where they are higher 

6 than may be expected to prevail in the course of the 

7 next year or two, business firms may put off investment 
8 until credit can be secured on more favourable terms. 

9 On the other hand, when interest rates fall to levels 
10 where they are lower than may be expected to prevail in 
11 the course of the next year or two, business firms may 
12 anticipate investment that would otherwise be undertaken 
13 later. The expected changes in interest rates over 

14 time, particularly those of a cyclical character, may 
15 have little effect on the aggregate level of investment 
16 over the course of a cycle. Such changes in interest 
17 rates may, however, induce a shift in investment from 
18 periods of higher economic activity to periods of lower 
19 economic activity. 

20 44, The significance of relative interest 

21 rates, as distinguished from their absolute level, 

22 is particularly important in connection with the 

23 balance of payments. Ordinarily, a rise in short- 

24 term interest rates in one country relative to those 
25 prevailing in other countries, will induce an inflow 
26 of short-term funds. This may take the form 2 § a 
27 shift in the financing of trade from one country to 
as another or it may take the form of actual transfers 

- of liquid funds to secure the higher interest return. 


3 A rise in long-term interest rates in one country 
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relative to those prevailing in other countries is 
less significant, although not without some effect, 
for long-term capital movements other than direct 
investment. The issue of new securities in one 
market rather than another depends not only on 
relative interest rates, but on the facilities for 
handling new issues. Even so, a rise in interest 
rates may induce a prospective foreign borrower to 
delay a new security issue in the expectation that 
the capital can be raised later at lower interest 


cost. 


Edward M. Bernstein 


Washington, D.C. 
September 7, 1962 
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Thee Balances of Payments and the Level of Employment 


Basie relationships 

Classical economic analysis recognized the 
importance of the balance of payments surplus and 
deficit as a factor affecting the national economy. 
A balance of payments surplus (on current and capital 
account) resulted in an inflow of reserves, an easing 
of credit, and an expansion of aggregate demand. On 
the other hand, a balance of payments deficit resulted 
in an outflow of reserves, a tightening of credit, and 
a contraction in aggregate demand. Thus, the domestic 
economy responded to the payments surplus or deficit 
in a manner that tended to restore balance. While 
classical writers differed in the emphasis that they 
put on the role of price and income in the adjustment, 
there is no doubt that many of the economists of the 
early 19th century were aware of the importance of 
changes in aggregate demand as a major factor in the 
restoration of a balanced payments position.* As 
these economists were less concerned with cyclical 
fluctuations, they gave no attention to the impact of 
the payments surplus or deficit on the level of 
employment during the period of adjustment. 

Modern economists are particularly concerned 
with the effects of the balance of payments on 


production and employment. The gross national product 


data, as commonly presented, show the role of 


* Jacob Viner, Studies in the Theory .of International 
Trade, pp. 293-307 
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international transactions in goods and services as 
a factor in determining the current level of output. 
Exports of goods and services absorb output and 
contribute to aggregate demand. At the same time, 
imports of goods and services supply output and 
absorb demand. It is not possible to show purchases 
of imported goods and services separately for each 
major category of domestic expenditure--consumer 
expenditure, Government purchases of goods and 
services and gross private investment. Instead,the 
national accounts show these categories without 
distinguishing whether expenditure is on domestic 
goods and services or imported goods and services. 
Exports and imports of goods and services are then 
shown as a factor either increasing aggregate output 
relative to home demand (net exports) or decreasing 
aggregate output relative to home demand (net imports) 
These two methods of relating the balance of 
payments to the national economy are not in conflict. 
No country can continue indefinitely to have a deficit 
in its over-all payments without taking action to 
restore balance in its international accounts. A 
deficit country with large reserves may have greater 


freedom in the scope and timing of the action it takes 


Ultimately, however, it will be compelled to limit 
its international payments, ba ther through financial 
policies holding down home demand or by direct 
restriction. It is less clear that the acquisition 
of reserves will impel a country tos eliminate a 


surplus in its payments. The monetary authorities 
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now have greater freedom and better means of managing 
the money and credit system in accordance with the 
needs of the domestic economy than they had in the 
past. In fact, the first effect of a balance of 
Payments surplus may be to induce the monetary 
authorities to restrict domestic credit in order to 
avoid inflationary pressures. Nevertheless, in the 
long run, a persistent balance of payments surplus 
Will probably induce expansion. 

The role of net exports or net imports in the 
national product accounts must be interpreted with 
caution. Net exports (or imports) show that inter- 
national transactions in goods and services are a 
net absorber of domestic output (or demand). It 
cannot be concluded from this that domestic output 
is greater (or less) than it would otherwise be, for 
the pattern of the domestic economy may have been 
adjusted to supplying net exports (e.g., for a capital 
exporting country) or to absorbing net imports (for 
a capital importing country). Cyclical changes in 
the level of net exports or net imports indicate 
whether the economy has received an impetus for 
expansion or contraction from its international 
transactions in goods and services, but not the effect 
of such transactions on the average level of employment 
For that, we need a more sophisticated analysis, 
concerned not only with the actual level of net 
exports or net imports, but with its suitability for 
the changing nature of the domestic economy and a 


country's position in world trade and payments. 
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Net exports in the United States, for example, may be 
too low and net imports in Canada may be too high to 
enable these countries to have an adequate level of 


output and employment. 


Capital movements and the domestic economy 


In the classical theory, a steady flow of 
long-term capital is presumed to have no effect on 
the level of employment either in the capital 
exporting or the capital importing country. The 
capital inflow enables the capital importing country 
to balance its international accounts at a lower level 
of exports relative to imports than would otherwise 
be possible. This means that a capital importing 
country can have a higher level of wages and a 
lower level of interest rates than would be possible 
with a smaller capital inflow or with no capital 
inflow. And it means that the level of home 
investment can be higher relative to home Pinter 
than would otherwise be possible. In a country with 
flexible exchange rates, the effect of the long- 
term capital inflow may be to appreciate the currency 
rather than to raise money wages. Regardless of the 
exchange system, real wages would be higher and 
interest rates would be lower than without the capital 
inflow. 

In the capital exporting country, the outflow 
of capital is also presumed to have no effect on the 
level of employment. The capital outflow compels a 


country to balance its international accounts at a 
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1 higher level of exports relative to imports than 

2 would otherwise be necessary. This requires the 

3 capital exporting country to have a lower level of 

4 wages and a higher level of interest rates than would 

5 be necessary with a smaller capital outflow or with 

6 no capital outflow. It also requires the level of 

7 home investment to be lower relative to savings than 

8 it would otherwise be. With the capital outflow, the 

9 domestic economy is more dependent on export markets 

10 and less dependent on home markets, but with the 

11 proper level of wages and interest rates, there is 

12 presumed to be no adverse effect on employment. 

13 It is not a matter of indifference to a 

14 eountry what its level of capital exports (or capital 
15 imports) may be. In the capital exporting country, 

16 the outflow of capital is at the expense of home 

17 investment and home consumption. The terms of trade 

18 are less favourable because of the capital outflow. 

19 It is conceivable that in a world of free capital 

20 movements, the capital outflow induced in a country 

21 by relative interest rates and relative profits would 
22 be excessive, given the effects on home investment 

23 and consumption and on the terms of trade. Similarly, 
24 in the capital importing country, it is conceivable that 
25 the capital inflow may have a greater effect in raising 
26 real wages than in increasing home investment. It may 
27 be open to guestion, therefore, whether the social cost 
28 of future servicing of the marginal investment may not 
29 be higher, when the trade pattern must be shifted, than 


30 the social yield of the marginal investment. It is 
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worth noting that in the United Kingdom, during the 
1920's, some critics raised the question whether capital 
outflow was an excessive burden to the domestic economy. 
And in Canada, similar questions are being asked about 
the capital inflow of recent years. This aspect of the 
optimum flow of capital is concerned with measuring the 
national benefits and costs of capital exports and 
capital imports. It is entirely separate from the 
question of how capital flow affects the level of 
employment. 

Even accepting the classical assumption that 
the long-run level of employment is not ordinarily 
affected by capital flow, it would still be true that 
a wide range of domestic policies would have to be 
adjusted to bring about the wage and interest rates 
(and in a country with flexible exchange rates, the 
rate of exchange) which would enable a changing domestic 
economy to supply (or absorb) a changing level of 
foreign investment without generating unemployment. 

If these adjustments in domestic policies cannot be 
made, or cannot be made promptly, unemployment could 
emerge for a shorter or longer period. For example, 

in an economy in which domestic forces are gradually 
diminishing the dependence on capital inflow to finance 
an adeguate level of home investment, it is possible 
that extraneous forces (says operating in the capital 
exporting country) could bring about conditions that 
would lead to an excessive rate of unemployment, either 


persistently or at some stage of the business cycle. 
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1 In his Annual Report for 1960, the Governor of 
2 the Bank of Canada has made the following statement: 
3 "The view that Canada could not have 
4| enjoyed sufficient economic growth without 
5 this vast increase in foreign investment in 
6 Canada, and that the Canadian standard of 
7 living would have been much lower if we 
8 had not had this vast increase in foreign 
9 investment in Canada, appears to me very 
10 questionable. The nature of our development 
11 might have been somewhat different, but I 
12 believe a higher average rate of employment 
13 could have been maintained, and more growth 
14 of total employment and of production of 
15 goods and services in Canada could have 
16 been achieved with much less reliance on 
17 a net increase of foreign investment in 
18 Canada if Canadian policies had aimed at 
19 such a target in the past, and could be 
20 achieved by Canada in the future if Canadian 
21 policies are in future aimed at such a 
22 target." 
23 
These are difficult but important questions. 
= In this paper, only one of these questions is considered 
<4 specifically-- whether the level of employment in 
“1 Canada in recent years would have been higher with 
Pe a lower level of capital inflow. Indirectly, of course 
as the answer to this question may provide a partial 
29 


answer to the other questions regarding the effect of 
30 
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the capital inflow into Canada on the rate of economic 
growth and on the standard of living. In any case, 
the following section is not concerned with matters 

of Canadian policy, but with an analysis of economic 
forces under the special conditions that prevailed in 


Canada in recent years. 


Capital inflow in Canada 


In the postwar period, Canada has had an 
enormous shift in its balance of payments. This is 
accounted for by the change in its position from 
being.a large net supplier of resources (aid) in the 
early postwar years to being a large net absorber of 
resources (capital inflow) in recent years. Except 
for the period from 1950 to about 1955, Canada's 
balance of payments on current account was not well 
suited to the needs of its domestic economy. From 
1946 to 1949, Canada had a large current account 
surplus (2.8 per cent of the GNP in 1948) because of 
the very considerable amount of. aid it previded for 
European reconstruction. From 1950 to 1955, Canada 
had a moderate deficit on current account (averaging 
about 1.6 per cent of the GNP). From 1956 to 1960, 
however, Canada had a. very large deficit on current 
account, ranging from 3.1 to 4.5 per cent and 
averaging 3.9 per cent of the GNP... 

The current account surplus in the early postwar 
years came at a time when Canada's need for resources 
at home was very large and when a capital inflow would 


have been justified on economic grounds. It represente 
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a considerable sacrifice to Canada in reduced home 
investment and consumption to provide European aid 
in this period. From 1950 to 1955, the current 
account deficit was of reasonable magnitude and came 
at an opportune time, when home investment was 
rising considerably and unemployment was at a 
tolerable level. Since 1956, however, the current 
account deficit has been unusually large, reaching a 
peak of $1,405 million in 1959. Moreover, in the 
three years from 1958 to 1960, this large deficit 
has coincided with a decline in gross private 
investment, in absolute terms and relative to the 
GNP, and with a period of serious unemployment. 

In considering the appropriate level of 
capital inflow in a country like Canada, it is 
important to recognize that the need for a supplement 
of resources from foreign investors changes gradually 
over time. In the ten years from 1950 to 1960, 


real income per capita in Canada must have risen by 


CURRENT ACCOUNT DEFICIT aND UNEMPLOYMENT IN CANADA, 1953-60 
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1| about 20 percent. Since 1957, net private investment 
2 has declined by nearly 10 per cent in money terms. 

3 Relative to the gross national product it was lower 


4 in 1960 than in 1950. Clearly, Canada has the capacity 
5 to provide for much more of its investment needs out of 
6 its own resources. Because of the excessive inflow of 

7 foreign capital (and the consequent deficit in the 

8 balance of payments on current account), output and 

9 employment in Canada are far below the level that would 


10 be justified by home demand. The balance of payments 


11 Geficit on current account is probably one of the 
12 principal factors that has kept unemployment in Canada 
13 at a persistently high rate in recent years-- 6 to 7 


14 per cent from 1958 to 1960.. There can be no doubt 
15 that if the payments deficit on current account could 


16 be reduced, say by about 2 per cent of the GNP, 


17 employment would be increased by at least the same 

18 percentage of the labour force. 

19 It is extremely difficult te keep the capital 
20 inflow into Canada within limits suited to the economic 
21 needs of the country. The capital inflow largely takes 
22 the form of direct foreign investment and the sale of 
23 new issues of Canadian securities abroad. While the 

24 capital inflow is partly a response to economic 

25 conditions in Canada, it is also affected to a consid- 
26 erable extent by economic conditions in the United 

27 States. Insofar aS the capital inflow varies in 

28 response to economic conditions in Canada, it helps to 
29 stabilize the economy-- minimizing inflationary 


30 pressure in periods of expansion and minimizing 
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unemployment in periods of contraction. On the other 
hand, when the capital inflow responds to economic 
conditions abroad, it may become a seriously disturbing 
element in the Canadian economy. Furthermore, given 
the magnitude of the capital inflow, the monetary 
authorities cannot avoid an adverse impact on the 
Canadian economy through ordinary measures. 

When the Canadian dollar had a fixed parity, an 
unusually large capital inflow created an enormous 
excess of liquidity. If this liquidity had been 
allowed to be absorbed by the economy, it would have 
been difficult to prevent excessive expansion (and 
price inflation) in a period of rising economic 
activity. On the other hand, now that the Canadian 
dollar operates under a system of flexible exchange 
rates, a large capital inflow causes an appreciation 
of the dollar, induces a decline in exports and a rise 
in imports (relative to what they would otherwise be) 
and forces a balance of payments deficit equivalent to 
the capital inflow. Ina period of declining economic 
activity, a large capital inflow impedes the monetary 
authorities in their efforts to counteract recession. 

The fact is that a country like Canada does not 
have the means of offsetting in a satisfactory way the 
undesirable effects of an unwanted capital inflow of 
the magnitude of recent years. On the other hand, 
the Canadian economy cannot continue to absorb the 
adverse effects of a large deficit in the balance of 
Payments on current account. This is a case where the 


monetary authorities will have to rely on a less than 
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ideal policy to deal with a more than normally 


difficult situation. 
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ROYAL COMMISSION ON BANKING 


AND FINANCE 


Hearings held at Ottawa, 
Ontario, on Friday, 
September 14th,1962. 


THE COMMISSION 


The Honourable Dana Harris Porter 
Chief Justice of Ontario 
Toronto, Ontario - Chairman 


Mr,’ W.*Thomas Brown, M*B+E: 
Investment Dealer 
Vancouver, British Columbia 


Mr. James Douglas Gibson, O.B.E,. 
Banker 
Toronto, Ontario 


Mr. Gordon L. Harrold 
Agriculturalist 
Calgary, Alberta 


Mr. Paul H. Leman 
Corporation Executive 
Montreal, Quebec 


Mr. John C. MacKeen 
Corporation Executive 
Halifax, Nova Scotia 

Dr. W.A. Mackintosh 
Vice-Chancellor 


Queen's University 
Kingston, Ontario 


Mr. H.A. Hampson - Secretary 


Mr. Gilles Mercure - Joint Secretary 
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Ottawa, Ontario 
Friday, September 14, 1962, 


--- On resuming at 9.20 A.M. 


SUBMISSION OF 
CANADIAN METAL MINING ASSOCIATION 


APPEARANCES 


A.H. Zimmerman - Comptroller 
Noranda Mines, Limited. 


R. Campbell - Executive Vice-President 
Falconbridge Nickel 
Mines Limited 


N. Edmonstone - Vice-President and Treasurer 
Steep Rock Iron Mines 
Limited 


W.H. Durrell - Executive Vice-President 
Iron Ore Company of 
Canada 


H.C.F. Mockridge - Director, Th2 Internationa 
Nickel Company of Canada, 
Limited. 


W.S. Row - Chairman, Gold Committee, 
Canadian Metal Mining 
Association; President, 
Kerr-Addison Gold Mines 
Limited. 


E.B. Gillanders - President, Canadian Metal 
Mining Association; 
Executive Vice-President, 
The Rio Tinto Mining 
Company of Canada Limited 
V.C. Wansbrougn - Vice-President and Managin 


Director, Canadian Metal 
Mining Association 


THE CHAIRMAN: We have a submission from 
the Canadian Metal Mining Association this morning. 


We are very much indebted to you gentlemen for your 
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very interesting brief. We all recognize the importance 
of the industry that you represent, and recognize also 
that the industry is very fully and well represented 
here this morning. 

I may say we have all read the brief, so 
generally it is not required of you to read it 
verbatim to us. I understand that you would perhaps 
prefer that we carry on now and ask questions, We 
often do that. On some occasions some people think 
it is preferable to give us a summary, but I don't 
in this case it will be necessary. It is a comparativel 
Short brief, so we shall now proceed with the questions. 

COMMISSIONER LEMAN: Gentlemen, your brief 

contains a few quite specific and clear recommendations, 
and I would like to talk just very briefly about 


some of them. 

In the section of your memorandum that 
comments about gold there is one recommendation 
related to Canada carrying a higher percentage of 
its reserves in the form of gold Father than in dollars, 
and I think you make the specific recommendation 
that the percentage be raised to 80 per cent. Then 
you give us some data in the brief about what, 
on average, has been the percentage through recent 
years. On average what do you think would be the 
cost of this move? In talking about cost, I am 
really takking about the carrying cost in the form 
of gold rather than U.S. dollars which can earn a 


small return for the country. Have you made a rough 


estimate of what the cost would be ? 
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MR. ROW: I don't think we have specifically 
made a calculation, but the cost of carrying additional 
amounts in gold, I presume, would simply be the 
return available on the same amount in U.S. treasury 
bills. 2 

COMMISSIONER LEMAN: So,-if we took just 
as a rule of thumb that on average there might be 
50 per cent in gold now, and you suggest going up to 
80 per cent, that would make a difference of eight 
to ten million dollars a year in Feturn: something 
of that order? 

MR. ROW: Well, what do treasury bills 
carry -- 2=./2.0°,3..per_cent? 

COMMESSIONER LEMAN: Let us assume over the 
long run you may be doing well if you had 2 per cent 
on U.S. treasury bills. We cannot make an accurate 
estimate. 

MR. ROW: Assuming that the Canadian reserves 
on an average are two billion, and that in the past 
an average of somewhere around 50 per cent has been 
carried: if that were increased to 80, that would 
be increased by $6000 million. 2 per cent of that 
would be $12 million a year. 

COMMISSIONER LEMAN: So; there is a cost 
attached to this proposition. That is what I wanted 
to find out. 

MR. ROW: Yes. 

COMMISSIONER LEMAN: The second rather 
definite recommendation you make about gold is the 


suggestion that the price of gold be increased in terms 
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of our currency. You don't come out and suggest 
how much of an increase. Have you discussed this 
among your members? Are there some who have a 
fairly precise rancees how much of an increase they 
would suggest? 

MR. ROW: I will express, if I may, a personal 
view which Ithink would be pretty generally accepted, 
that an increase of less than 100 per cent would 
probably not serve the purpose which an-increase 
should serve: that is, in order to increase inter- 
national liquidity and increase the gold backing 
ofcurrenciles which are based on gold backing. 

COMMISSIONER LEMAN: If we look at the graph 
you have presented to us in Appendix 2 of your brief, 
does not the graph itself suggest that any increase 
in the price now, let us say, of 20 per cent, 25 per 
cent, or whatever one would pick, would not afford 
a very permanent sort of improvement for that particular 
purpose, that is, providing liquidity to support 
the expanding volume of world trade? If one were 
to use that method of giving elbow room and leeway, 
it would look as though it would have to be a series 
of successive increases, wouldn't it? Just looking 
at your graph, the spread is getting worse all the 
time, isn't it? 

MR. ROW: I don't know whether it would 
have to be a series of increases. I would be inclined 
to think that a series of increases a very few years 
apart would create a feeling of great instability. 


It would seem to me that it would be one move and then 
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Stability again, 
COMMISSIONER LEMAN: You would favour this 
approach rather than a recurring effort to resort 
to this particular device? 
MR. ROW: Yes, ee see, if an increase 
in the price of gold were accompanied by government 
policies of nations of the western hemisphere, in so far 
as possible, in any event, to balance budgets rather 
than operate on deficit financing -- in other words, 
try to control inflation -- your graph of yearly 
trade increases would probably be somewhat different. 
I presume that this graph is in the currencies year 
to year, whatever their purchasing power may be, 
Is that right, Mr. Wansbrough? ° 
MR, .WANSBROUGH: That is right. 
MR. ROW: That graph does not represent 
trade in constant dollars or constant currency. 
COMMISSIONER LEMAN;: There must be a bit 
of an inflation factor in the graph, but wouldn't 
you think this graph on the world trade must be or 
should be, I would suggest, based on wholesale 
prices which are the prices that govern world trade 
rather than consumer prices; wouldn't you think so? 
MR. ROW: Yes, they probably are, but those 
wholesale prices are also inflated. 
COMMISSIONER LEMAN: Yes; awe less 
than the consumer price, though, wouldn't you think? 
MR. ROW: Well, some of the currencies, 
of course, have suffered a much greater degree of 


inflation than, say, the Canadian or the U.S. dollar 
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or the British pound. Some of our other currencies, 
particularly South American currencies, have suffered 
very severe inflation, 

COMMISSIONER LEMAN: Well, I don't want to 
argue much about it. This is a problem which is being 
discussed -now by some of the best authorities in 
the world -- economists -- and a great deat is being 
written about it. Even in this morning's paper 
there was a discussion about what the best cure would 
be for international liquidity to support trade. 

May I turn briefly now to a somewhat different 
question, which is in the same chapter of the brief, 
and that is your recommendation that the government 
continue to encourage the mining industry, and at 
page 5 you refer to the fact that of the 51 gold 
mines now operating in Canada, 42 receive government 
assistance, which in recent years has averaged 
$10 million to $12 million a year. Could you give 
us an idea of those 42 out of the 51: what would 
they represent in the way of total employment for 
the 51 and total production? If you do not have 
it readily available, you could turn it into the 
Commission later. 

MR. WANSBROUGH : I can give you a rough 
answer to that. The gold mines now in receipt of 
government assistance are responsible for about 53 
per cent of Canada's annual gold production. 33 
per cent comes from mines not in receipt of government 
assistance because their costs don't warrant 


assistance. The remaining 14 per cent is produced 
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as a by-product of base metal mines. The mines in 
receipt of assistance -- the ones responsible for 53 
per cent of the annual gold production -- would 
represent about the same proportion, I imagine, of 
total employment in the gold mines, which is in the 
very close neighbourhood of 16,000 men; that is 

the total employment. So, these would represent 
roughly 9,000 men, 

I would just add, that they awe rather 
closely concentrated in special communities, in some 
cases entirely dependent on the gold mining industry. 

COMMISSIONER LEMAN: May I briefly turn 
now to your comments about the exchange rate. There 
has been a very significant move in the right direction, 
compared to your recommendation, in the last year 
and a half: what do you think of the rate as it is 
today? 

MR. GILLANDERS: I think the rate is certainly 
satisfactory to industry. I suppose whether it is 
the right rate will only be a matter of experience. 

COMMISSIONER LEMAN: It has not been there 
quite long enough for us to see all its effects yet, 
is what you are suggesting. Do you think,though, 
at the present level it has a chance of affording 
an opportunity to Canada to do more fabrication of 
metals mined in Canada? I am thinking of the export 
impact of this trend? 

MR, ZIMMERMAN: Speaking from one company's 
point of view, metal fabrication has certainly 


enlarged the possible markets and stimulated the export 
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Sales. The fabrication has improved their position. 

COMMISSIONER LEMAN: So, your answer to that 
would be the same, that experience will tell; but 
are you fairly optimistic on this score? If we 
assume the present exchange rate, do you think it 
has been significant enough to be of help to the 
country in this sense? : 

MR, ZIMMERMAN: Yés,°I think" 36. 

COMMISSIONER MACKINTOSH: May I just ask 

on this group of topics regarding the recommendation 
gold be held in the reserves: do you look at this 
as more of a sort of vote of confidence in gold? 
It makes no difference, does it, economically or 
financially whether we hold the gold or the United 
States holds the gold? There is no gold going around 
unsold? : 

MR. ROW: “Well, that~is:corréct; ~There 
is no lack of market for gold. The reason for our 
recommendation, as it is,is that I think we feel 
that the trend of circumstances being as it is that 
it is almost inevitable that gold is going to be 
revalued upwards in terms of the American dollar, 
and probably in terms of all the member ‘nations of 
thel.M.F., and if that is the case, and that happens, 
it would be a poor thing for Canada to be caught 
with a small percentage of its reserves in gold 
and a large percentage of other currencies. 

COMMISSIONER MACKINTOSH: Is this a friendly 
tip? 


MR. ROW: In the paper this morning, the 
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United States lost another $30 million of gold in 
the past week, They are now down to 16.068 billion, 
and the erosion continues. At one time they had 
over 24 billion. If you go to Washington you listen 
to all sorts of assurances they are not going to 
re-value gold. Of course, they can either say that 
or say nothing. Ultimately, they may not have 
control of their own situation. International 
circumstances may cause them to reverse the situation, 
but until after the fact, that is what they have to 


say. 


THE CHAIRMAN: I understand from the brief 
half 
that it istonly about/ of the gold produced that goes 
into the monetary reserve. The rest of the gold 
produced goes elsewhere? 
MR... ROW: ...Lt beak into jewellery, industrial 
uses and hoards. 
THE CHAIRMAN: Have you any information as 
to what proportion goes into hoards? 
MR. EDMONSTONE: Very little into our own. 
MR. WANSB&OUGH: We are speaking in terms 
of the Western world as a whole, and not of Canada. 
THE CHAIRMAN: Yes. I think those are 
the figures you gave -- for the Western world? 
MR, WANSEROUGH: For the Western world, 
yes. 
COMMISSIONER MACKINTOSH: The matter of the 
exchange rate, where you commend the pegging of the 


Canadian dollar at a discount, and you have indicated 
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you are in favour of the discount, have you any 
views on the pegging; that is to Say, a fixed rate 
as against a floating rate? 

MR. EDMONSTONE: Ir I may” say so, I'‘think 
that the pegging does give a situation where you do 
have some stability, where you can make some plans 
with some knowledge of what is going to happen; and 
present day international markets, without pegging -- 
it could be a very volatile situation. 

THE CHAIRMAN: To follow up my question, 
are you able at the moment to indicate the proportion 
that might go into hoarding throughout the Western 
world? 

MR. WANSBROUGH . Are we back on to gold? 

THE CHAIRMAN: Yes. 

MR. WANSBOROUGH: I haven't any figures 
other than those given in the brief itself, which 
appear to be about 50 per cent of current production. 

THE CHAIRMAN: Well; that is 50 per cent 
that does not go into monetary reserves. 

MR. WANSBROUGH: Yes, 
THE CHAIRMAN: But of that 50 per cent 


a great deal of it is made use of for necessary 


purposes of one kind or another -- industrial and 
jewellery,and so on -- but it was mentioned that a 
considerable amount is hoarded by somebody -- by 


individuals, I suppose, and people who get their hands 


on it. 


MR. WANSEBROUGH: I would have to check the 


figures. 
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THE CHAIRMAN: It may be difficult to get 
those figures. 

MR. WANSBROUGH:: I may be wrong, but it 

Seems to me of the 50 odd per cent that does not go 
into monetary uses, it breaks down at about half 
hoarding and half industrial and artistic uses; but 
that is subject to check. ‘ 

MR. ZIMMERMAN: I have some figures here 
that I had from our gold sales department: last year, 
1961, industrial consumption we estimate at having 
been 70,000 ounces in Canada, which is in the order 
of $4 million; and that private hoarding, if you 
like, or private sales amounted to about 300,000 
ounces in Canada. 

THE CHAIRMAN: And that would be how much? 

MR. ZIMMERMAN: $12 miLlion;s shaped, 
Sales for safekeeping. 

THE CHAIRMAN: And the amount that went 
into jewellery and other purposes? 

MR. ZIMMERMAN: Something in excess of 
$4 million. It is really very small considering 
the- total production is nearly S157 million Canadian. 

THE CHAIRMAN: Well, what I had in mind 
was, -if that’is the proportion of hoarding in Canada, 
I don't know whether that gives any indication of 
what the total hoarding would be throughout the world 
where gold is used. I don't know whether any steps 


might be taken to bring that hoarding into the monetary 


supply or not. There is gold moving about the world 


and is being hoarded by individuals to a very large 
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extent: perhaps some steps should be considered 
to increase the monetary gold supply by preventing 
further hoarding. 

MR. MOCKRIDGE: Perhaps a rise in the price 
would help. 

MR. ROW: That is exactly the thing that 
Will beingsiteouk. ‘ 

MR. WANSBROUGH:: I don't think very much 
hoarding will take place on the North American 
continent as long as the United States government does 
not permit its citizens to own gold either at home 
or abroad. In other countries, such as France and 
the Far East, the private acquisition of gold has 
long been a solid fact. 

THE CHAIRMAN: There must be an enormous 
hoarding of gold if these proportions have applied 
for any length of time. 

MR. ROW: South America is a big market 
for gold. The measures which will bring that gold 
into monetary circuits again are the measures we 
Suggest -- an increase in price. 

MR, EDMONSTONE: I think the appetite for 
hoarding is in direct proportion to the citizens! 
idea of the stability of their own government. 

COMMISSIONER BROWN: Perhaps the answer is 
to get more stable governments, 

I would like to ask one question: in paragraph 
10 you say: "It is our belief that an increase in 
the gold price would render international trade freer, 


more flexible and larger in volume." We have had 
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Some quite eminent international bankers with us 
the last couple of days, and at least one of them 
has said in his opinion there is too much international 
liquidity at the moment; there is plenty of liquidity 
for handling world trade. Would you care to comment 
on that, because this is apparently in contrast 
to your belief on this. , 

MR. GILLANDERS: We are not, essentially, 
economists and it would probably be a little presumptuou 
on our part to differ with some banking authorities, 
except to say there seems to be a very wide variation 
of opinion amongst the bankers. So, probably the 
main point here would be the finality of settlement. 
Wouldn't this come back to the American loss of 
gold reserves? This, surely, must indicate a great 
many Europeans who are drawing on this reserve are 
certainly much happier with gold than with American 
dollars. 

COMMISSIONER BROWN: But isn't it a question 
that gold is needed to balance international trade? 

It has nothing to do with the total volume of trade. 
It is necessary to balance the differences, 

MR, ROW: That would be correct, but the 
differences are always going to be more or less the 
same percentage ‘of the total volume, So, as the total 
volume increases, so do those differences increase, | 
and hence the call on the medium for settling those 
differences must increase in order to meet those 


settlements. Would that be a correct assumption? 
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COMMISSIONER BROWN: That is if’all the 

settlements are made in gold, but as they are using 
other means ef meeting international settlements through 
the International Monetary Fund this provides a greater 
velocity, se to speak. 

MR. ROW: My understanding is that that 
is the system which the United States is trying to 
have worked out with the member nations ef the 
International Monetary Fund in the western world. 
I think it remains to be seen whether it is in practice 
actually going to work out satisfactorily. The two 
basic currencies, as I understand it, used for making 
international settlements today are U.S. dollars and 
gold, and the smaller the inadequate supply of geld 
the greater the additional strain en the supply of 
U.S. dellars. We understand frem Mr. Roosa, and from 
various things one reads, that: they are now getting 
around by agreements between the United States and 
nations friendly to that country to try to diversify 
their holdings of reserves in funds ether than U.S. 
dollars; in other words, even the supply of U.S. dollars 
is somewhat inadequate. 

THE CHAIRMAN: Isonotyour position that 
gold is the substance which is generally acceptable 
39s a medium of exchange throughout the world and has 
been from almost time immemorial and the likelihood 
is it always will, be, whereas the United States dollars, 
or any other paper currency, may or may not be in the 
future equally acceptable at various times? 


MR. ROW: I think that is entirely correct. 
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THE CHAIRMAN: So that it would be prudent 
to increase from time to time the menetary gold supply, 
that that would be a measure to maintain confidence 
in the whole mechanism of international finance. Is 
that eens your position? 

MR. ROW: That is correct. 

THE CHAIRMAN: And, incidentally, that 
Canada, being a gold supplier, has an interest in this 
whole proposition. 

MR. ROW: That is correct, sir. 

COMMISSIONER GIBSON: Mr. Chairman, if 
there are no more questions on this particular subject 
could I go on to ask a few questions about financing? 

THE CHAIRMAN: Yes. 

COMMISSIONER GIBSON: I would like to ask 
you a few questions about the financing of the Canadian 
mining industry and get your opinion as to how it 
might be improved. One of the points you raise in 
the brief is that you are in favour of a higher 
degree of Canadian owrership of Canadian mining. You 
indicate that increased tax relief on dividends and 
lower personal income tax would be helpful in achieving 
this objective. Of ceurse, so far as personal income 
tax is concerned, this is a subject which interests 
a great many people and can only be censidered in 
a very much wider context. I think any industry 
would say that a lower personal income tax would be 
helpful to increase Canadian ownership. What about 
the tax relief on dividends? Are you talking about 


mining dividends only er dividends in general, er what? 
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MR. WANSBROUGH: Our specific reference 
in the brief, Commissioner Gibsen, is to dividends of 
mining companies. 

COMMISSIONER GIBSON: Would you argue a 
special case for giving additional relief to mining 
companies as opposed to other kinds of companies 
in order to encourage more Canadian ownership, and is 
there any special reason why it applies to mining? 

MR. WANSBROUGH: Perhaps somebody else 
might want to answer that question. 

MR. MOCKRIDGE: I think that is recognizing 
the fact that the mining industry is one of the major 
Canadian exporters. 

COMMISSIONER GIBSON: So is the pulp and 
paper industry, for example. 

MR. MOCKRIDGE: To a lesser degree, yes, 
but I think that is the basis of our feeling, that 
perhaps some further special assistance might be 
given in respect of the mining industry. 

MR. WANSBROUGH: I think we should make it 
clear that we are not suggesting we and we alone have it. 
It is far from that. 

MR. GILLANDERS: But I think it would be 
better to have it by way of an incentive rather than 
something that is punitive against foreign funds. 

COMMISSIONER GIBSON: Yes, you make that 
point quite clear. I would like to go on to the 
tax refund on dividends. The fact of the matter is 
that the Canadian tax relief on dividends compared 


to other countries is reasonable and generous. Why 
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has this not encouraged more Canadian ownership in the 
past ten years, let us say? Would you comment on this? 
I mean, one wonders about the effectiveness of this 
kind of arrangement in the face of the record of the 
past decade. 

MR. DURRELL: I believe we have largely 


ceased to be gamblers. 


COMMISSIONER GIBSON: I am sorry, sir, 
largely ceased to be what? 

MR. DURRELL: Te be gamblers, When you 
go into a mining venture you face, in some cases, 
a very definite element of risk, and Canadians as a 
whole in the past, the majority, have preferred to put 
their money in banks and savings accounts rather than 
in their resource developments. Speaking for the 
company with which I am pipe noleigy nisio kr Maece when we 
Dae cache! to get money in Canada -- and I have some 
figures before me here -- we had te borrow $140 million. 
This was back in 1949-50, and we could only get $2 millian 
in Canada. 

COMMISSIONER GIBSON: And you made a really 
intensive effort, did you? 

MR. DURRELL: We certainly did, and one 
ef our very largest insurance companies turned us down 
cold. It did not want to take a chance on a mining 
venture. That, I think, illustrates a lack of con-_ 
fidence in our people and in our natural resources. 
I do not believe it is as acute now as it was then, 
but as a whole, as Canadians, we just lack, say, the 


gambling instinct that our friends to the south have, 
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1 and we find it very difficult to finance in Canada. You 
a can finance small developments but on a major scale 

3 where you have to borrow hundreds of millions of dollars, 
4 the capital is not available in the first place and 

5 even with respect to smaller developments we Canadians 

6 are reluctant to put up our own money to take a chance. 
7 COMMISSIONER GIBSON: Let us get this clearly 
8 on the record, for I take it you are talking in part 

9 about borrowing large sums of fixed interest capital? 

10 MR. DURRELL: That is right. 

11 COMMISSIONER GIBSON: This is one question 
12 and a very important one, but the relevancy of the 

13 dividend tax credit is to the raising of equity capital. 
14 Would you care to talk about the two matters separately, 
15 for I think they are two separate matters. 

16 MR. DURRELL: Yes, they are. There is no 

17 doubt about that. 

18 COMMISSIONER MACKINTOSH: I would like to 

19 interject that if you are going to encourage Canadians 
20 to be speculative and take risks, surely you ought 

21 to offer them a share in the equity. 

22 MR. DURRELL: Well, mining companies do. 

23 Twenty-five per cent of the companies to which I am 

24 referring are Canadian-owned whereby by purchasing 
25 shares in those companies people would participate in 
26 the equity to that extent. 
27 COMMISSIONER GIBSON: So the equity and the 
28 fixed capital went together in that case. 


29 MR. DURRELL: At that time we had in equity 


30 some $40 million. 
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COMMISSIONER GIBSON: Would there be so many 
Shares that would go with each bond? 

MR. DURRELL: No, not with the bonds. I 
am referring to the senior financing. I am talking 
about the shares taken up by the participants in the 
venture, and there were $40 million of capital stock 
issued, which was equity. 

COMMISSIONER GIBSON: Did you distribute 
the equity in relation to the amount of bonds that 
the various groups picked up? Was there a relationship 
there? 

MR. DURRELL: No, the bond issue was strictly 
a bond issue. It had nothing to do with equity. 

COMMISSIONER BROWN: I believe this con- 
fusion arises because you discussed the bond issue 
and gambling in the same context. 

MR. DURRELL: Well, I believe you have to 
because Canadians would not take up the bonds. 

MR. EDMONSTONE: They would not even gamble 
in bonds. 

MR. DURRELL: No. That is the reference 
I was making. They were not interested in taking up 
the bonds because they felt it was too much of a gamble. 

THE CHAIRMAN: Yes, but the control lies 
in the equity so that if the equity is Canadian or 
largely Canadian, does it really matter so much from 
the point of view of your proposition that the bond 
money comes from elsewhere? 

MR, DURRELL: I think it does. I think 


it is wrong to go out of the country to borrow money if 
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it is available at home. Canadians should participate 
to the extent that they can to help natural resources 
developments. 

COMMISSIONER GIBSON: You are not recommendin 
any particular action to encourage Canadians to buy 
bonds in mining enterprises, are you? 

MR. DURRELL: No. 

COMMISSIONER GIBSON: I can understand your 
disappointment in not selling more bonds in Canada, 
but are you recommending that something be done about 
this? 

MR. DURRELL: No, I do not believe you 
can do anything about it. 

COMMISSIONER GIBSON: You are stating it as 
a fact. 

MR. DURRELL: Yes. 

COMMISSIONER GIBSON: What about the attitud 
of Canadians towards mining stocks? You talk about 
first-class companies and highly speculative ventures, 
and so on. Would you say a word about that? 

MR. DURRELL: We are still a bit reluctant, 
even in the case of smaller developments. There are 
other gentlemen here who have had more experience than 
I have in this field, but even with respect to smaller 
issues it is easier to sell them in the United States 
than in Canada, if the venture is sound. 

THE CHAIRMAN: If it is unsound it is easier 
to sell them in Canada? 

MR. DURRELL: No, in the United States, sir. 


To begin with you should not have an unsound development, 
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but in respect to resources development in Canada it is 
easier to sell stock in the United States than it is 
here. 

COMMISSIONER GIBSON: What I am trying to 
get at is this. Is there anything really strong to 
Suggest that a further concession of dividends with 
regard to taxation would really add substantially to 
Canadian ownership? 

MR. DURRELL: I think it might, having in 
mind that minerals are a wasting asset; that is, as 
you are mining it is a wasting asset. It is not like 
the pulpwood industry where new trees are grown, and 
it is not like the hydro industry where you have water 
running down a river. When a mine is developed and 
your ore is gone, that is the end. 

COMMISSIONER GIBSON: What I understand is 
this. We made these concessions early in the post- 
war period, and it is a 20 per cent credit against 
fetes tax. As far as one can determine, there has 
been an increasing trend towards American ownership. 
This does not say that these concessions have not 
worked. The situation might have been worse if we had 
not had these concessions. 

MR. DURRELL: I believe it would have been. 

MR. ZIMMERMAN: This American ownership 
trend you speak of is perhaps more applicable to 
corporations where these provisions do not apply, and 
as far as individual shareholdings are cenecerned I 
would say that the greater the tax credit the more you 


are going to get your repatriated Canadian shares with 
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1 new companies. The element of risk is such that I would 
2 imagine any income tax arrangement is not necessarily 

3 going to sweeten it sufficiently to take it out of the 
4 gambling class. 

5 . COMMISSIONER GIBSON: Unless there are some 
6 large interests behind it. 

7 MR, ZIMMERMAN: Which really gets us into 

8 the facts as they are, that most substantial new enter- 
9 prises in the mining business now, you will generally 
10 find, are backed by one of the major companies, one 

11 or more of the major companies, whose resources make 

12 it possible to really raise any kind of financing. 

13 COMMISSIONER GIBSON: I take it that you 

14 look forward to a pretty substantial period of growth 
15 ahead, do you, in the next decade in the metal mining 
16 business? 

17 MR. WANSBROUGH: Yes. 

18 COMMISSIONER GIBSON: With the Canadian 


19 dollar at 923 cents the outlook must be a bit better. 


20 MR. EDMONSTONE: It is certainly better 
21 than when it was at a premium of 5 per cent. 
22 COMMISSIONER GIBSON: Do you look forward 


23 to the same kind of growth you had in the last decade? 
24 MR. EDMONSTONE: No. 

25 MR. WANSBROUGH: I would suggest, Mr. 

26 Commissioner, that one has to begin to break the 

27 industry down into its major segments and capaddesy them 
28 in that way. Mr. Durrell, for example, could tell you 
29 about his recent trip to Europe on an iron ore mission 


30 and what they think the prospects for the iron ore 
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industry is likely to be in this country for the next 
five or six years. You have to break the industry down 
into its different segments. Would you care to hear 
from Mr, Durrell on the iren ore Segment, which is 

an important one? 

COMMISSIONER GIBSON: It might be very in- 
teresting. What I am endeavouring to ascertain is 
what kind of financial problems you have ahead of you. 
Have you heavy requirements for capital in years to 
come? Are they increasing or what? 

MR. DURRELL: There is a tremendous amount 
of iron ore in Ontario that is certainly waiting for 
markets, and it is certainly extremely doubtful whether 
it will ever by financed with Canadian capital. 

COMMISSIONER GIBSON: Why is that, Mr. 
Durreii? Are the individual amounts too big? 

MR, EDMONSTONE: The amounts are too large 
and the financing usually comes from the same concern 
as the markets. 

COMMISSIONER GIBSON: What does the Canadian 
segment of the Canadian metal mining industry feel 
about external control? Are they concerned about the 
degree in which it has increased? Do you have any 
particular views you would like to express on this 
matter? 

MR. GILLANDERS: I would think on general 
principle most people feel that it would be good for 
Ganada if Canadian ownership could be increased. I 
find that foreign capital has been necessary for the 


expansion of the Canadian mining industry, and I would 
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think that most people would not want to see measures 
taken that would discourage that. 

COMMISSIONER GIBSON: Yes, you have made 
that clear, that you do not want any restrictive measures 
but, on the other hand, how do the Canadian-controlled 
mining companies look at this? Is it something that 
concerns them at all? ‘ 

MR. ROW: Well, speaking as a representative 
of the Noranda organization, within our own organization 
we are very glad and take a good deal of corporate pride 
in the fact that around 80 per cent of our shares are 
owned in Canada and we think that it is the best thing 
for Canada and for the country to have the equities 
of a good company owned here. I will express a personal 
opinion that if there is to be any choice by Canadians 
that they should retain control of their own equities 
and, if necessary, let the bonds be sold outside the 
country. 

COMMISSIONER GIBSON: That is the next 
question I was going to ask you. Can we raise sub- 
stantial amounts of foreign funds that are needed through 
fixea interest financing rather than the sale of equities 
abroad? 


MR, EDMONSTONE: I think more can be done 
in that regard. 

MR. MOCKRIDGE: Is it secs fact that in 
order to obtain bond financing you must have strong 
enough credits behind the enterprise to induce the 
lenders to put up that money, and when you get into 


these large operations such as Mr. Durrell has mentioned, 
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there are not sufficient of that kind ef credits in 
Canada to give the virtual guarantees that your first 


mortgage lenders are going to require before they buy 


the bonds. 
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COMMISSIONER GIBSON: That is a large, 
diversified Canadian mining concern, and these, presumably 
can borrow money from the United States, 

MR, MOCKRIDGE: I think the larger Canadian 
mintng companies have been able to finance and develop 
new projects out of internal funds. And the larger 
companies -- I think, Mr. Campbell's company, for 
example -- have been able to sell long-term bonds, 
when they found it necessary to finance, But, in 
general, there just does not seem to be that kind of 
money ready to put itself on the line as a guarantee 
of the long-term bonds. 

COMMISSIONER GIBSON: How about Canadian 
financing now? One of you gentlemen mentioned that 
you could not sell bonds to insurance companies. This 
was quite a while ago. How are the facilities for 
long-term fixed interest financing in Canada? 

MR, MOCKRIDGE: I can give one illustration, 
and that is the financing of this Wabash Iron. There, 
the first mortgage bond financing was $130 million, 
and $10 million of that was taken by Canadian insurance 
companies, and the rest by American. I do not think 
you could get a group of Canadian insurance companies 
that would be willing to put $130 million into one 
project. | 

COMMLSSIONER GIBSON: Is $10 million out of 


$130 million a pretty low proportion ? 


MR. MOCKRIDGE: I do not know whether I 


quite follow you. 
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COMMISSIONER GIBSON: You regard $10 million 
out of $130 million as pretty unsatisfactory? 

MR, MOCKRIDGE: It is fairly low. I am not 
Saying it is necessarily unsatisfactory. It is the 
fact of life, apparently. 

COMMISSIONER GIBSON: Do you think it is 
typical? ¥ 

MR. DURRELL: It is a pig improvement over 
10° years ‘ago. 

MR, MOCKRIDGE: He could raise on a large 
project only $2 million. 

COMMISSIONER GIBSON: This is 1949. 

MR. DURRELL: Yes. 

COMMISSIONER GIBSON: Has there been an 
improvement? 

MR, DURRELL: Yes, there has been, because 
we have proved it could be done and make money and 
pay off our bonds. But at that time the president 
of a large steel company made a statement to the press 
to the effect that he thought he could not get the 
ore out of the country, and that wrote it off. I 
have no doubt that had an effect on our financing 
here. Now we have shown it can be done, and was done, 
there has been an improvement. 

Mr. Mockridge says this firm was able to sell 
$10 million of $130 million. This is still a small 
percentage, but it is a vast improvement over the 
situation ten years ago. 

MR. EDMONSTONE: I do not think Canadians 


have any real right to complain about the dominance of 
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foreign control when, as individuals or institutions, 
they will not facilitate the financing more than they 
do. 

COMMISSIONER MACKINTOSH: How jong has there 
been this long-term financing? 

MR, CAMPBELL: In comparatively recent times, 
when the companies have increased in statune. 

MR, EDMONSTONE: When we did our original 
financing the government would not let us do it in 
Canada. That was during the war, of course. 

MR. ROW: The whole Canadian position has 
changed with regard to mine financing. A corporation 
would be foolish to undertake financing by equity 
money today, because you get a return in taxable 
dividends, and, with the rates of taxation existing 
in Canada today, it would take you forever to get 
your capital back. 

That means theCaadian taxation pattern has 
forced mining companies to finance by bonds or loan 
money rather than equity money. 

MR, EDMONSTONE: Canadian taxation has also 
made it more favourable for foreign investment than 
Canadian investment. 

COMMISSIONER GIBSON: In equities? 

MR, EDMONSTONE: Yes, 

COMMISSIONER GIBSON: You are talking about 
equities and not bonds? 

MR. EDMONSTONE: Yes, I think this particularly 
applies in the oil industry. 


MR, ZIMMERMAN: Yes. 
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COMMISSIONER LEMAN: When we are talking 
about metals like iron ore is there another problem 
related to this, the awareness of certain people 
of what the market is for iron ore, is not that 
better known in the States than it is in Canada? 

MR, EDMONSTONE: I think that is a factor. 

COMMISSIONER LEMAN: Does not that’ have some- 
thing to do with this, the fact they are more familiar 
with the real market and its steadiness and the 
forward demand for iron ore? 

MR, DURRELL: That is a factor, but we 
would not have been able to finance even in the United 
States had we not had consuming partners. 

THE CHAIRMAN: "Consuming" -- what? 

MR. DURRELL: "Consuming SR ERY EY diagrams 
is the key of the iron ore business today, that without 
consuming partners, partners who will take part of 

you cannot 

your production and who own part of the equity, “finance, 
and your production is usually in proportion to their 
equity. I know, in our case, our production has 
been 85 million tons in the last few years, but without 
consuming partners we would not have been able to 
sell a third of that. The result of financing is 
tied in with the partners who will guarantee to take 
a proportion of your production which is enough to 
amortize the bonds and also the debentures. 

COMMISSIONER BROWN: I would like to go back 
to this equity financing for a moment. There is the 
3-year tax exemption, the 20 per cent depletion 


and the 20 per cent tax creditall in favour of the equit 
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Canadians, apparently, are not buying this equity. 
Is it because of the method by which the financing 
is being done? Is there a selling job that is not 
being done somewhere? 

MR, EDMONSIONE: I think there is too much 
Scottish ancestry in Canadian blood, and they want 
more than the others, ’ 

COMMISSIONER BROWN: It is all very well 
talking about problems, but we are trying to solve 
the problems, and we can only do that if we have 
Suggested solutions. You are more familiar with 
it than we are. Have you any positive suggestions 
to make? 

MR, EDMONSTONE: It is obvious that the 
tax credits or inducements that have been put forward 
are not doing the job we want them to. 

THE CHAIRMAN: Well, is it because of that? 

MR, EDMONSTONE: I do not know. Something 
is preventing it, and maybe the inducements are not 
great enough. 

THE CHALRMAN: People will buy a lot of 
fly-by-night stocks of one kind or another because 
someone has gone out and sold them, 

MR. EDMONSTONE: They are looking for a 
non-taxable profit there. 

MR. ROW: May I express a personal view? 

I gathered, a little while back, from Mr. Gibson's 
question that the result of the allowance against 
dividends has produced disappointing results, in 


that Ganadian ownership of Canadian equities has not 
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increased more, 

COMMISSIONER GIBSON: That is a conclusion 
you might draw, but I do not know who is disappointed. 

MR, ROW: I forget in which year that 
measure was introduced. It was since the war, I 
believe. 

COMMISSIONER GIBSON: I think it was 1947, 
and it was increased a little later. 

MR, ROW: I think we could well make the 
observation that that measure was only introduced 
during the post-war period of very high personal 
income tax. I think you would get a lot greater 
percentage of ownership of equities in Canada if 
personal income taxes were lower and the recipient 
of salaries or dividends was allowed to keep a little 
more of his own money and not have to hand so much 
of it over to governments. It used to be that a person 
who received a good salary, if he was thrifty, could 
become a wealthy man.’ Today that is not true. TI 
do not care how big your salary is. If a Canadian 
receives money in a taxable form he cannot save 
enough to become a wealthy man today. 

I think the big factor in Canadian ownership 
of Canadian equities would be if personal income taxes 
were on a substantially lower level. 

COMMISSIONER MACKINTOSH: What you say is 
true of compound interest. I would guess there 
was more or nearly as much accumulation of personal 
wealth in the 50's as in any decade of Canadian 


history -- the major part of it, capital 
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gain, 

MR, CAMPBELL: May I express a personal 
opinion? I feel that to some extent, and to quite 
a large extent, this problem arises because Canadians 
do not have the wealth that the Americans have. 

They cannot afford to take a chance, and the Americans 
knowing that over-all and on the average, with their 
abilities to analyse situations, they will win out 

in the end, they are, therefore, prepared to out-bid 
Canadians in equities. 

MR. EDMONSTONE: And as soon as the Canadian 
sees a profit he will let his stock go to the United 
States too. 

COMMISSIONER GIBSON: Speaking of the other 
financing arrangements of the mining industry, -- 

I should not ask this question, but have you any 
comment to make about your financing arrangements 
with the banks? 

MR, EDMONSTONE: I wish they would not say 
“no”. 6O alten, 

COMMISSIONER BROWN. Assume that question was 
asked by me, then you can say anything you want. 

COMMISSIONER GIBSON: Have you any suggestions 
or recommendations to make in the area of financing 
through banks and insurance companies, md various 
other means? 

MR. EDMONSTONE: Probably the banks are a 
little too hobbled on the question of short-term 


eredits. Certainly, at the present time they appear 


to be. 
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COMMISSIONER MACKINTOSH: In what way do 
you mean, the availability of credit ? 

MR. EDMONSTONE: The availability and the 
term, the certainty. 

COMMISSIONER MACKINTOSH: Do you mean you 
want them longer? 

MR, EDMONSTONE: Yes, I think that« 

THE CHAIRMAN: You are interested in long- 
term money mainly for long-term development? 

MR, EDMONSTONE: Yes, that is correct. 
Certainly, I think the banks are much more friendly 
te the mining industry and have a greater knowledge 
of it than they had, say, ten or fifteen years ago. 
They are now much more helpful. 

THE CHAIRMAN: ‘he insurance companies 
should be a source of supply? 

MR. EDMONSTONE: Yes. 

THE CHAIRMAN: Their attitude may be changing 
to some extent? 

MR, EDMONSTONE: Yes. 

COMMISSIONER GIBSON: Would you express any 
views on the operation of mining financing through 
the market? Have you any recommendations or 
suggestions there for improvement,through the mining 


market? 


MR, CAMPBELL: Mining has become a more and 
more large-scale business, and the smaller outfits 
are gradually going out -- and that is not peculiar 
to mining alone. Therefore, I think the market 


may play a relatively smaller part than it has in the 
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past, in the equity financing of a mining organization. 
COMMISSIONER GIBSON: Do you think the 
arrangements, the way the equity financing is done 
in the mining industry is Satisfactory? Have you 
any suggestions for improving this? 
COMMISSIONER BROWN: I do not think any 
of these gentlemen, looking at the companiés they 
represent, have gone to the market recently. 
THE CHAIRMAN: I do not know, but perhaps 
at one time some of them have. 
COMMISSIONER BROWN: I said "recently," 
elas 
MR, ROW: I think that the remark made 
a little while ago is the key to that.* No one wishes 
to even try to do a@ major portion of substantial 
financing through equity money because of taxation 
reasons, 
MR, EDMONSTONE: Your interest on your 
senior financing is, of course, a deduction from 
profits. ‘The more -you-nave “of senlor “Pinancing “the 
more you can charge of your carrying expense to 
your operations as opposed to equity financing. 
COMMISSIONER GIBSON: You gentlemen are talking 
about well established companies who have a real choice 
in the way they raise their funds. I was really 
asking about the mining market and stock market. 
The people who go there tend to be people who are 
starting up something new and are highly speculative, 
and so on. JI wondered if you had any views on the 


form of that financing? 
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MR. CAMPBELL: To a very large extent I 
think that is not mining. 

THE CHAIRMAN: I have noticed when one of 
those fly-by-night ventures hés become successful 
one of you gentlemen swallow it up quickly. 

MR. MOCKRIDGE: I think it is almost impossible 
to get a venture of any size financed to campletion 
without the participation of one of the larger 
mining interests. 

THE CHAIRMAN: That may well be, but someone 
takes the original risk very.often... But now,.as 
I understand it, \the large companies do a tremendous 
amount of exploration work, so that they initially 
bring into production a number of areas that might 
otherwise have been brought in by some smaller group. 
On the whole, is the total produetion of the mining 
industry continuing to increase steadily, or what 
is the whole picture at the present time? 

MR. GILLANDERS: It is somewhat cyclical. 

MR. WANSBOROUGH: There has been a steady 
increase ever since the war. 

THE CHAIRMAN: The figures are here somewhere. 

MR. MOCKRIDGE: If you will look at the 
various segments of the industry, as set out in that 
table, there are very great changes in some of those 
segments. For instance, the iragdam became one 
of the largest factors in the mineral production. 
en it is on the down turn. The iron ore has come 


up very substantially. 


MR, DURRELL: It will be on a plateau, we 
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1 think, for the next few years, the iron ore production, 
a with an increase a few years from now. 
3 COMMISSIONER MACKINTOSH: There is a pretty 
4 strong form of competition? 
5 MR. DURRELL: Yes, in iron ore it is terrific, 
6 The African and Asian countries have better grade 
7 ores than we have. They have very low costs and 
8 are operating under ideal climatic conditions; and 
9 as far as Europe is concerned it will be some years 
10 before we could be competitive. We will always sell 
11 some ore in Europe because we talk about our stability 
12 of government, and that is a bit of a factor, but 
13] the main factor is price. Although we would be in 
14 a position to export millions ‘of tons a year, I am 
15 afraid it will be a very small amount after next 
16 year. With the Liberian ore coming in of excellent 
17 grade and a labour cost of ten cents an hour, against 
18 an average of, say, more than $3 here, it does not 
19 look too promising for the iron ore industry so 
20 far as exports are concerned to Europe. 
21 The West Coast producers are fortunate 


22 in having a-market in Japan, but that is not too great - 
23 maybe three million or four million tons a year. 

24 Europe will be a net importer of iron ore to the extent 
25| of about 20, 30 or 40 million tons a year in five 

26 years' time. But IT am afraid, owing to our inability 

27 to compete, our exports will not be what we had 


28 hoped for. 


29 COMMLSSIONER LEMAN: You would re-write the 


30 Paley Report, then? 
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MR, DURRELL: I re-wrote it back in 1952! 
COMMISSIONER BROWN: Before we stray too 
far away from Mr. Gibson's question about the 
relationship to the banks, have you any comments 
to make on the legal ceiling on bank interest rates? 
MR. CAMPBELL: The bank interest rates? 
COMMISSIONER BROWN: The legal ceiling that 
exists on bank interest rates? 
MR. DURRELL: I think, for the larger mining 
companies which borrow from the banks, that they 
do it in anticipation of a permanent financing, 
and the bank rate in that case, while important, 
is not necessarily a deciding factor in borrowing. 
MR, EDMONSTONE: I do not see why banks should 
not be able to charge what interest rate they want 
to charge, if they need savings -to re-loan. 
THE CHAIRMAN: That is why they are here. 
MR, EDMONSTONE: This is what commercial 
business is here to do. 
COMMISSIONER MACKINTOSH: You would not 
modify that to read, “what rates they need to charge"? 
MR. EDMONSTONE: There could be a question 


of public interest there, I suppose. 
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MR, ZIMMERMAN: I think there is one point 
in Mr. Gibson's previous question that might be of 
some Significance, that so far as the big companies 
are concerned the demand nature of bank financing on 
mining is probably quite satisfactory, but for a smaller 
company which wanted to go it alone the restrictions 
in Section 86 possibly could be broadened, as they 
have been in the case of the oil industry where you 
can have the security of the oil in the ground,and 
possibly there could be the facility of term loans 
rather than demand loans in isolated cases. I have 
no specific examples to offer, but I think it could 
be of advantage to some small mining companies. 

COMMISSIONER BROWN: On this whole question 
of Canadian ownership and taxation and so forth, I 
noticed in the current issue of the Financial Post 
some reference to a Senate amendment to a taxation 
bill relating to a proposed change in taxation affecting 
Canadian subsidiaries that sell metals and ore to the 
United States. There was not very much detail in the 
Financial Post. Presumably you gentlemen know far 
more about it than appears in that paper, Have you 
any comments to make on this? 

MR. WANSBROUGH: We do not know very much 
more than we have seen in the Financial Post, except 
that some of the United States subsidiaries operating 
in the mining field’ in this country are very much 
concerned with that particular amendment which, 
apparently, was slipped into the Senate tax bill during 


the last week, but which is still subject to amendment 
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by a joint committee of both houses. It is rather 
anticipated that it will not be passed, but if it is 
passed it will certainly cause alarm amongst the large 
United States subsidiaries operating in this country. 

MR. EDMONSTONE: If it goes through it 
will do precisely what we tried to do back in 1957 and 
1958 in Canada, and that is to discourage foreign 
investment. That will certain discourage it. 

MR, WANSBROUGH: It will also do something 
that was incorporated in Mr. Kennedy's original tax 
proposal that was considered in the spring of last year, 
but that particular aspect of it was removed because 
of its unfortunate repercussions on other countries 
as well as Canada. 

COMMISSIONER GIBSON: On this general questio 
of credit would any of you gentlemen be prepared to 
give us your ideas as to how changes in credit conditions 
affect the mining industry. We have had two periods 
of relatively tight money since the war when interest 
rates went up sharply, and bank credit became harder 
to get, and so on. Would you care to give us an idea 
of how such a tightening condition affects the mining 
industry and, conversely, how an easing of monetary 
controls affects your industry. This would be very 
interesting to us because we are trying to study the 
effects of monetary and fiscal policy on the economy. 

MR. CAMPBELL: I have no data to support 
my views and I can only give you my opinion which is 
probably influenced somewhat by my own company's exports, 


but I would say that at the most it would probably only 
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defer a capital expenditure programme rather than cancel 
it. If a mining enterprise is so close to margin that an 
increase in interest rates of one per cent or 2 per cent 
would affect it, then I think it is something that one 
would not go ahead with in any event. Another point 

is that the percentage of equity capital in mining is 
high relative to borrowed capital, and it is only in 
recent years that the mining companies have achieved 
greater structure that borrowed capital has become a 
feature. 

So, what the future will bring, I do not 
know, but I think in the past, because of the relatively 
small percentage of borrowed capital and the need to 
be fairly certain that it is going to be a profitable 
operation, that therefore changes in the interest rate -- 
short-term changes, at least -- have not had a particularl 
important effect on new mining enterprises. 

COMMISSIONER GIBSON: Do you know of any case 
of deferments of capital expenditures in the big mines 
on account of high interest rates, and the difficulty 
in floating bond issues, and that sort of thing? 

MR. CAMPBELL: I can only express an opinion 
from my personal experience. I think there are other 
factors which enter into it. 

MR. EDMONSTONE: I think the indirect effect 
is just as important. Anything that is going to slow 
down the economy generally is certainly going to affect 
the mining industry. Because the mining industry is 


such a volatile industry, in any event, it is fairly 


quick to get the jitters. 
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COMMISSIONER GIBSON: But you are very 
dependent, in some branches, on export market conditions? 

MR, EDMONSTONE: That is correct. 

COMMISSIONER GIBSON: So the domestic economy 
does not effect you too much? 

MR. EDMONSTONE: I am not thinking of our- 
selves; I am thinking of the rest .of the mining industry. 

MR. ZIMMERMAN: I would share Mr. Campbell's 
view so far as capital expenditure is concerned, although 
I think a more possible result of severe credit restric- 
tions is in the field of exploration, and in the amount 
of money that might either be budgeted or put up by 
individuals for exploration. That would tend to dry 
up, which would have a later effect on the available 
properties for development. 

MR, EDMONSTONE: That is the type of thing 
J Mean. 

COMMISSIONER GIBSON: Does it affect your 
attitude in dividend policy -- that is, as between when 
money is tight and when it is easy? 

MR. CAMPBELL: I can only speak for my 
own company, and I think the answer is: No. 

MR. MOCKRIDGE: I should think the answer 
to that in general would be: No. 

MR. EDMONSTONE: On the other hand, I would 
think that if money is tight you are going to hang © 
on to it tightly. 

COMMISSIONER GIBSON: Do you mean you might 
pay a little less? On the other hand, if you pay a 


little more it might make your stock more attractive. 
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MR. EDMONSTONE: It might stop you doing 
Some exploration you might want to do. You might hold 
it from dividends and Spend it on explorations, 

COMMISSIONER GIBSON: Another question I 
have is this: We have been told by the security 
analysts and, I think, others, although they were 
not very specific and definite about it, that we should 
have in this country full and continuous disclosure of 
finances, particularly from the larger companies -- 
the companies listed on the stock exchanges. Have 
you gentlemen any views you would like to express 
on this subject? 

MR. GILLANDERS: I am not quite sure that 
I understand what you mean by continuous disclosure. 

COMMISSIONER GIBSON: Well, quarterly 
statements were suggested -- quarterly profit and loss 
statements, and statements of sales. 

MR, ZIMMERMAN: Do you mean by "“iull 
disclosure" that they should be in the same form 
as the present annual statements? 

COMMISSIONER GIBSON: Perhaps with not as 
much detail. Some of the larger companies do this now. 

MR, MOCKRIDGE: I think the trend has been 
towards that. 

MR. CAMPBELL: A lot of these statements 
can cover such a short period of time that they have 
to be highly qualified in some cases, and they can 
do as much harm as good. 


COMMISSIONER GIBSON: Do you have an industry 


view on this subject? 
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1 MR. WANSBROUGH: We have discussed 
2 this amongst ourselves, Mr. Gibson. 
3 COMMISSIONER LEMAN: Mr. Chairman, it is 


4 just a coincidence -- it was not intended -- that the 

5 next witness coming before us in just a few moments 

6 is the Export Credits Insurance Corporation. Does 

7 your industry rely on that corporation to any extent? 

8 Have you had any export credits problems in relation 

9 to very sizable exports, or to the sizable portion 

10 of your sales which are exports? 

11 COMMISSIONER MACKINTOSH: I think the gold 
12 mining industry, at least, has not. 

13 COMMISSIONER LEMAN: Yes, we could probably 
14 except the gold mining industry. 

15 MR. CAMPBELL: I think the answer to that 
16 is: "No' because generally our commodities are purchased 
17 by countries which can well afford to pay for them. 

18 COMMISSIONER LEMAN: But, in general, do 


19 you think it would be true to say that the metals 


20 exports are largely sold on very short credit terms? 
21 MR. CAMPBELL: I think they are generally 
22 sold on cash terms, 


COMMISSIONER LEMAN: So that you have not 
had very much in the way of export credits problems? 

MR. CAMPBELL: Underdeveloped countries 
do not purchase our products. 

MR. ZIMMERMAN: The problems we have there 
are really in the smaller volume of rarer metals and 
some industrial minerals. There are difficulties in 


that area, but they are very minor compared with the whol 
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picture. 
THE CHAIRMAN: Gentlemen, that concludes 
the discussion. We appreciate very much your assistance. 
MR. WANSBROUGH: Mr. Chairman, may we, 
in turn, say that we have appreciated very much this 
opportunity of discussing these matters with you. 
THE CHAIRMAN: It has been a very beneficial 


discussion. 


--- A short recess. 
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1 
SUBMISSION OF 
2 
3 EXPORT CREDITS INSURANCE CORPORATION 
4 
5 
APPEARANCES 
6 
H.T. Aitken - President and General 
7 Manager, 
Export Credits Insurance 
8 Corporation 
9 A. W. Thomas - Vice-President, Export 
Credits Insurance 
10 Corporation 
11 D. C. Taylor - Chief of Finance Division, 
Export Credits Insurance 
12 Corporation. 
13 
14 
15 
16 THE CHAIRMAN: We now have before us the 


17 Export Credits Insurance Corporation. Mr. Aitken, 

18 are you making a statement, or have you nothing to 

19 add to what is in your brief? 

20 MR. AITKEN: No, sir. 

21 COMMISSIONER GIBSON: Mr. Chairman, perhaps 
22 I might ask a few general questions to begin with. I 
23 wonder, Mr. Aitken, if you would care to give us your 
24 general ideas of where export credit insurance fits 
25 into our problems of getting a better balance in our 

26 international payments. Do you regard expanding our 
27 exports as a fairly’ important element? Can you give 
28 us some idea of the magnitude and significance of it? 
29 MR. AITKEN: I will be very pleased to, sir. 


0 We have been in business since 1945. We operate under 
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the Export CreditSInsurance Act, which was passed in 1944), 
We issued our first policy in September, 1945. Since 
that time we have insured close to $1,100,000,000 worth 
ef experts. 

We insure short-term consumer goods sold 
on 30, 60 or 90 days, up to a maximum of 180 days credit. 
We insure capital goods sold on medium term credit 
extending to a maximum of five years after delivery. 

The main purpose of the corporation is to assist in 
increasing Canada's experts by providing Canadian 
exporters With pretection against non-payment by foreign 
buyers, such as non-payment arising from both credit 
and political risks involved in foreign trade. Credit 
risks are such things as the possible insolvency of 
the buyer or, alternatively, default in payment on the 
part of the buyer without his having actually become 
bankrupt or insolvent. Political risks are the possible 
inability of the buyer to obtain the necessary foreign 
exchange to transfer to Canada. They can also be 
the imposition of import restrictions which prevent 
the buyer from taking possession of the goods he has 
previously ordered. 

Se, under our policies we protect the exporte 
against non-payment due to both credit and political 
reasons. The exporter is thus encouraged to expand 
his export trade, and to take on risks in other countries 
where he may not be too familiar with economic conditions|. 
He may be fearful of non-payment. He may do all he 
can to check on the credit standing of the buyer, but 


he has no control over it, nor has he any specific 


knowledge of the paying policy of the country. 
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COMMISSIONER GIBSON: You do not protect 
him against the refusal to pay on the part of the buyer 
on the grounds that the goods are not as they should be? 

MR. AITKEN: We don't cover repudiation 
or refusal to accept delivery of goods on the part of 
the buyer and we consider that we help the exporter 
to protect himself against that risk by pointing out to 
the exporter that he should obtain up-to-date credit 
reports on the buyer that would justify him granting 
credit to the particular buyer. 

As an example of the basis -on which we 
believe we have been able te help exporters, take the 
exporter whe feels that all the capitalization he 
ean afford to have is $10,000 outstanding in a particula 
country. Well, if he has no insurance he has $10,000 
at risk, and if he takes out a policy with us we cover 
him up to 85 per cent of that $10,000, so his risk is 
only $1,500, and he can afford to increase his exports 
six times. He can have $60,000 outstanding provided 
he can finance, and with our policies he can obtain 
financing, so on outstanding accounts receivable of 
$60,000 his risk is only 15 per cent of that, or $9,000, 
which is less than he had at risk when he was selling 
only one-sixth as much, so, having insurance, 
an exporter can expand his export trade. 

COMMISSIONER GIBSON: What sort of proportion 
of our export trade is insured? 

MR. AITKEN: Well --- 


COMMISSIONER GIBSON: Could you give us an 


idea? 
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MR. AITKEN: Last year we insured $130 millio 
of exports and Canada's total exports were between 
$5 billion and $6 billion, so we had perhaps 2 per cent, 
which seems rather a miniscule figure but, nevertheless, 
the corporation was set up to provide backing which 
the exporter couldn't obtain through other sources. 

There is a commercial insurance concern whi¢gh will insure 
domestic credit risks and credit risks in the U.S.A. 
but E.C.I.C. will net, as a rule, insure sales to the 
U.S.A., so you have toe exclude two-thirds of Canada's 
exports, I would say, when you are considering the 

and 
volume,/the percentage of exports that we cover. 

If you take, say, $5 billion as the total 
exports -- and it is higher than that now -- if two- 
thirds are to the United States, yeu are left with 
about one-third insurable. Of that one-third, which 
would be, say, Rwy ORE 086 

a billion seven -- certainly more than half 
ana perhaps up to three-quarters is covered by irrevocabl 
letters of credit, confirmed letters of credit, so that 
the exporter when he ships he gets paid and there is 
no risk for him or for Canada, and then there is also 
quite a volume of business done between affiliated 
companies; a parent to a sub or a sub to a parent, where 
the only risk is ‘the one of transfer. 

Also included in Canada's export figure 
are shipments to entities such as NATO, et cetera, and 
shipments under the Colombo plan, We think currently 
we are running somewhere between 30 to 50 per cent 


of the maximum volume of business which we could be 
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called upon to insure under today's conditions of credit 
granting in international trade; 30 to 50 per cent of 
the total insurable business. 

COMMISSIONER GIBSON: But being on the margin 
a lot of this trade might not otherwise have been done? 

MR. AITKEN: That is our view. 

COMMISSIONER GIBSON: Is the preportion 
of trade that you are financing -- the insurable 
type of trade -- tending to increase? 

MR. AITKEN: Yes. Two years ago we had 
247 policyholders; today we have B47. We are up 
100 policyholders in the last two years. 

COMMISSIONER GIBSON: Is the geographical 
distribution tending to broaden? 

MR. AITKEN: Of the exporter? 

COMMISSIONER GIBSON: Of the insurance. 

MR, AITKEN: The vast bulk of the exporters 
which we insure are in Ontario and Quebec. 

COMMISSIONER GIBSON: I am thinking of the 
places they sell to. 

MR. AITKEN: I think our experience is that 
one-third of what we insure goes to Latin America and 
one-third to Commonwealth markets and one-third to the 
rest of the world, and that percentage has held 
fairly consistently throughout the years. 

COMMISSIONER GIBSON: well now, to turn 
to a little different aspect of this matter, what 
about the distinction between export eredit insurance 
and long-term credits? We draw a line of five years. 


MR. AITKEN: Yes. 
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COMMISSIONER GIBSON: And we say that after 
that you can apply for a government loan if you have 
a special reason to fit certain circumstances , From 
the government's point of view there is a real difference); 
in one case the government puts up the money and in 
the other case it Jeomeci but it has the liability in bot 
cases. From the exporter's point of view, perhaps 
it doesn't make very much difference providing you 
finance the insured as well. Do you have any views 
on this? Is the five years the right cut-off point? 

MR. AITKEN: There is nothing magic about 
the period of five years, admittedly. However, when 
you do get up to five years -- and this is a very long 
time, particularly for an experter of capital equipment 
to have an outstanding accounts receivable -- but 
under our Act we can insure only the exporter and 
therefore he has to carry a portion of the risk. It 
remains on his books as a somewhat frozen accounts 
receivable. 

There is nothing magic about five years; 
perhaps the maximum period should be either three years 
or seven years, and in the case of heavy expensive 
aircraft, such as the Canadair C.L.44, which costs 
$5 million, or in the States the Boeing 707, which can cost 

up to $10 million, the credit terms of seven years are 
considered appropriate but, by and large, for capital 
equipment where the supplier carries a portion of the 
risk and carries the accounts receivable on his books, 
it is our view and it is the internationally accepted 


view that five years' credit is the maximum that should 
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be accorded. 


It is only where credit terms longer than 
five years are clearly necessary, desirable, justifiable, 
that financing is provided from another source; this 
is a source outside credit insurance, and it is handled 
in our long-term export financing division in Canada. 

I might mention that the Corporation in 
its insurance activities is a member of theBerne Union 
which was formed in 1934, and eighteen countries are 
members, all the major exporting capital equipment 

nations of the western world outside the Iron Curtain 
and with the exception of Japan. Japan is the only 
country not a member of that organization. 

COMMISSIONER GIBSON: Would you say that 
the risk -- I suppose by definition the risk is greater 
the longer the term. Is it in the nature of the transactions 
that are financed by government loans that they are 
riskier or more out of the ordinary line of export 
business? I realize, for example, that loans to Iron 
Curtain countries would be financed that way. I am 
still not clear on this. 

MR. AITKEN: Long term financing is available 
under Section 21A of the Export Credits Insurance 
Act to enable Canadian exporters to compete with 
exporters in other countries in cases where these 
other countries have financing facilities which provide 
financing for capital projects through an entirely 
new plan. 

As an example, last year -- a year ago last 


month -- we agreed to finance a paper mill in Chile and 
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this whole paper mill will cost $21 million and we agreed 
to pay out the financing for the foreign exchange costs 
of that paper mill. The machinery is being made in 
Canada, the plant is being engineered in Canada, and 

we are paying the manufacturer and the engineer cash 

as they deliver and perform; as they manufacture, deliver 
and perform. ; 
COMMISSIONER GIBSON: It is a loan under 
Section 21A. 

MR. AITKEN: Yes, and repayment terms 
extend to fifteen years from the date of contract. 

It will take about three years to get the plant underway 
and then the buyers have -- or the borrowers -- 
have twelve years to pay off. 

NW, that is the type of thing that is 
financed by entities such as the World Bank or the 
Export-Import Bank, and it is in order to help Canada's 
exporters match such terms and compete for international 
project business that the facilities of Section 21A 
were made available. 

COMMISSIONER GIBSON: Do you find that there 
is a very distinet borderline between the two ways 
of doing it at times? 

MR, AITKEN: Sometimes one tends to spill ov 
into the other, but we have set certain criteria which 
we follow. The government has decided that it would be 
inappropriate to provide leng-term financing for anythin 
less than $2 million for a single order, and if you have 
an order where $500,000 or a million or $13 million 


were involved, then supplier credit terms would be more 
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appropriate. That would be up to a maximum of five 
years rather than the long-term, which would be ten 
te fifteen years. That is one of the criteria. 

Another is that long-term credit must clearly 
be available or have been available. for similar projects 
in similar countries on similar terms. In other words, 
we match what is available in other countries, but we 
doen't want to start any credit race by going beyond 

what is generally available from international lenders. 

COMMISSIONER GIBSON: But you think we 
do a pretty fair job in financing? 

MR. AITKEN: Yes. 

COMMISSIONER GIBSON: You are talking about 
the leans rather than insurance? 

MR. AITKEN: I think we are equally com- 
petitive on an insurance basis, too. 

COMMISSIONER GIBSON: And would there be 
any exceptions to that; are there any countries that 
are particularly aggressive in this now? 

MR. AITKEN: Well, the Canadian exporters 
frequently make allegations that exporters in other 
countries have facilities available to them, or that 

insurance companies in those countries are more 
lenient in their credit granting than we are, but 
when you get over there the exporters of those countries 
complain to their insurance organizations that we are 
too easy. The Italians complain about the Germans 
and the French and the Canadians, and the Canadians 
complain about the U.K. and the French and the Germans. 


COMMISSIONER GIBSON: You are always com- 
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paring specific cases, I suppose. 

MR. AITKEN: Yes, we are in close contact 
on a weekly basis -- on a monthly basis and on a 
correspondence basis with all our colleagues and, of 
course, some of them, particularly; the largest insurers 
are the British, the French and the Germans. In the 
United Kingdom they have a tremendous volume,of export 
eredits insurance business. In 1961 I think they did 
800 million. 

COMMISSIONER GIBSON: That was because of 
the nature of their exports? 

MR, AITKEN: Yes. 

COMMISSIONER GIBSON: That is a great deal 
more than we do, 

MR, AITKEN: Yes, but because of the nature 
of their exports they have a tremendous volume of 
experience, and any problem which we have or any re- 
quest we have for credit or approval of specific payment 
terms, they have probably had similar requests twenty, 
thirty, fifty times, and, as I say, we are on a first 
name basis with all of our colleagues and we maintain 
a mail exchange of information which is very helpful 
to us as very small operators as compared with what 
goes on in the U.K., France and Germany. 

COMMISSIONER GIBSON: So, are you concerned 
about the competitive development of this thing leading 
to looser and looser and longer and longer terms, or 
do you think --- 

MR. AITKEN: We think they are fairly well -- 


I don't like to say "controlled", but they are in hand, 
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and if we don't believe they are the sort of terms of 
eredit for a particular commodity or a particular 

type of equipment, we say that we follow the custom 
of the trade, and if an experter's businessis normally 
done on thirty, sixty or ninety day terms, we will insure 
on those terms. 

If an exporter who sells fresh eggs comes 
in -- and they are normally sold by a letter of credit 
or cash against documents, or perhaps where trade has 
been going on for years, ‘ten toe thirty days' credit 
might be cerrect. If an experter came in and said he 
wanted six months! credit we wouldn't insure. 

COMMISSIONER GIBSON: What about the Berne 
agreement; does it mean much with governments making 
long term loans? 

MR. AITKEN: The Berne Union recognizes 
financial credits but the financial loans are quite 
outside the scope of the Berne Union; it is concerned 
with insurance, but as far as credit is concerned 

export credits insurer 
the Berne Union are agreed that the maximum term / 
can insure is -- for all classes of equipment, the 
heaviest of capital equipment with the exception of 
aircraft -- is up to five years. 

COMMISSIONER GIBSON: But if you can get 
a loan from your government to do the same job for 
eight years, isn't that direct competition with the 
insurance? 

MR. AITKEN: In effect it is. However, 
as I said, long-term loans are generally for substantial 


projects and as a rule in developing countries where the 
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need for long-term financing is clearly evident, where 
the project is one which -- and is a hydro electric 
development or the one in Chili, an entire paper mill 

and, for example, just a few weeks 
ago we insured the sale of paper mill equipment toa “s 
Latin American country where papments are spread over 
five years. The exporterisarranging the tinancing 
and we are insuring 85 per cent of the risk and the 
business is being done on those terms. 

COMMISSIONER GIBSON: Do you think that 
the Berne agreement serves a useful purpose any more? 

MR. AITKEN: I certainly de; it is of 
great value to us. 

COMMISSIONER GIBSON: So that you at least 
know what the general terms are on the insurance? 

MR. AITKEN: Yes. 

COMMISSIONER GIBSON: But do you satisfy 
yourselves on what the competition is doing on loans? 

MR. AITKEN: Oh. 

COMMISSIONER GIBSON: Is there any under- 
standing there? 

MR. AITKEN:..It-is currently under dis- 
cussion in three areas. First of all, we have had 
some discussions on the question under the Berne Union 
and we recognize it is really outside our competence. 

I should point out that it isa bit of an 
anomoly that long-term financing is handled by the 
Export Credits Insurance Corporation. We have in 
the United States the Export-Import Bank which started 


off providing long-term financing and is now into 
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the export credits insurance field. We started off 

with export credits insurance and have gone into the 
long-term financing field. It might have been appropriate 
to set up a separate entity, but at the time it was 

decided that long-term financing weuld be previded, 

it was felt it would be appropriate, since this govern- 
ment corporation existed, to create a separgte department 
of that corporation which would look after long-term 
financing. 

Now, the members of the Berne Union are 
members as credit insurers and only seme of these 
members handle long-term financing. 

In the U.K. the Export Credits Guarantee 
Department, which is the same as we are here, under 

Section 3 of their Export Guarantees Act handles long- 
term financing and where the government decides to 
make a loan on long-term credit to a developing country, 
then it is handled through E.C.G.D.; they are, in fact -- 
they administer the loan but they don't negotiate it 

or grant it, it is merely handled by them because of 

the fact that Section 3 of their Act designates them 

as the body which handles it. 

Under Section 21A of our Act you appreciate 
that while we administer the loans for the credits, that 
they are granted only on the basis of cabinet directive; 
that is, an order in ceuncil which apectticaily authorize 
the particular credit. 

COMMISSIONER GIBSON: What I am trying to get 
at is are you really satisfied that you are really in 


competition in that field as well as in the insurance 
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field, and how doe you satisfy yourselves? 

MR. AITKEN: I have referred previously to 
discussions going on in the Berne Union concerning 
long-term financing. Now, there is a committee set up with- 
in the O.E.C.D., the Organization for Economic Co- 
operation and Development, and Mr. Thomas has just 
returned from a meeting in Paris where a group of 
insurance experts met to discuss both insurance and 
long-term financing, and in 0.E.C.D. all the members 
of O.E.C.D. exchange information through the secretariat 
on long-term credits granted to developing countries 
and that information is available to us and we see 
what the others are doing, and we feel that the 
facilities in Canada are at least as good as those 


available anywhere else. 
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COMMISSIONER MACKINTOSH: I should like to 
ask one or two questions. What do yourcustomers 
think is lacking in legislation? 

MR. AITKEN: With regard to legislation? 

COMMISSIONER MACKINTOSH: I mean the operation 
as well. 

MR, AITKEN: The operation? ‘ 

COMMISSIONER MACKINTOSH: Yes. 

MR. AITKEN: Well, we have received surprising] 
few complaints. Can you think of any major complaints, 
Mr. Thomas? 

MR. THOMAS: No. We do get the odd one, 
about selected risks. We do have a summary of the 
policy-holders we lost and the reasons for their 
lack of interest. If I may I should like to give 
you the breakdown. Out of a total of 302 policy-holders 
who did not renew their policies, 247 went out of 
the export business. Only 11 wanted to select their 
risk. Seven were unahappy because we would not 
cover repudiation, and 11 said that our rates were 
too thigh. Twenty-six had various other reasons. 
Therefore, aS you can see, the vast bulk were out of 
the export business, 

MR. ALTKEN: The major complaint, as Mr. 
Thomas has suggested, is the fact that one of our 
principles is that the exporter, in order to take 
out export credit insurance, must give a broad 
spread on his business and he cannot select individual 
riskg. If he wants to insure to the Argentine and 


Chile, for example, he must also insure to the United 
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Kingdom and Germany. We automatically exclude 
Sales to the United States. Sales made against irre- 
vocable letters of credit are excluded, but all the 
other business is supposed to be insured. If an 
exporter wants to exclude a particular market we will 
always agree to discuss it and provided that the 
remaining markets give us what is in our vtew a 
reasonable spread of risk we will agree to the exclusion 
of a market. In our view, however, when an exporter 
does that he frequently selects against himself. 
That may be the one market where he has a loss and 
he blames us for not requiring him to insure every thing. | 
COMMISSIONER LEMAN: Has there been any igdice 
at all in this rule about broad coverage? In scinnien: 
days were you more strict on this score? 
MR. AITKEN: Yes. Initially we started 
off saying that the exporter must insure everything. 
Then we had representations from some exporters 
that the buyer to whom they sold in, for example, 
Australia, was one with whom their company had been 
dealing for 50 years and they wanted to insure all 
their other business but not the Australian buyer. 
So, we have endeavoured to be as flexible as possible 
commensurate with getting what we consider to be 
a reasonable spread of risk. But, in our view, 
an exporter who is sold on the export credit ieeipance 
principle should be sold on the realization that 
no matter what protection an exporter takes he cannot 
protect himself against the unexpected, accidental, 


unanticipated loss which might arise through death, 
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calamity, business depression, and so on. In other 
words, an exporter, no matter how careful. he is 
in the matter of credit risks, cannot foresee or 
cover or protect himself except.through us. In the 
initial stages many exporters asked for the exclusion 
of the United Kingdom. Our first political loss 
was in the U.K. .If-amrexporter has, say, 11 markets 
and wants. to.insure 10, to,us,it.is a.little bit 
like saying, "I have an 11l-roomed house but I just 
want to insure 10 rooms against fire, not all 11." 
COMMISSIONER LEMAN: Was it a political 
loss? What happened? 
MR, AITKEN: The United Kingdom was allowing 
imports of certain items under an open general license 
and in 1947, you may recall, they ran very short 
of foreign exchange and they cancelled the open 
general license, We had insured an exporter who 
was making certain goods under a contract and the 
goods could not be shipped, so we had to pay for them. 
COMMISSIONER BROWN; It is on the same general 
principle that you cannot get flood insurance on your 
house because the only people who will buy flood 
policies are people who live next door to rivers. 
MR. AITKEN: Yes. 
COMMISSIONER MACKINTOSH: What are the main 
reasons for most of your refusals to insure? 
MR. AITKEN: We do not refuse. I would say tha 
in 99 per cent of the cases where people come to 
us fo. insurance, the exporter is experienced 


in the trade and comes to us with a transaction weer 
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he himself feels is reasonable. We get very few 
hair-brain requests, very few, |. I would say 
that by and large we agree to cover prospective 
Sales, We are concerned with two matters. Are the 
terms of payment proposed reasonable and are we 
going to get paid? 

MR, THOMAS: There is one point I ‘should 
like to make about refusals in the broader sense. <o. 
We would refuse to insure an exporter who is 
Starting up for the sole purpose of breaking the 
terms of the trade. For instance, if we insure 
a lot_of. fish. exporters who fell on very short- 
term credit, mostly on documentary draft, if somebody 
in that particular area decided he wanted to go out 
and sell a lot of fish and give 60 to 90 days 
eredit, we would agree to insure him on a documentary 
draft basis but not on a 60 to 90 days credit basis. 

MR. AITKEN: One complaint made by exporters 
of capital equipment, particularly exporters who 
are under-capitalized or who have, let us say, in- 
sufficient capital to handle a particular order of 
a substantial size, is that we will not give them 
non-recourse coverage. In other words, the Act 
says we can insure an exporter. Let us say that an 
exporter who has $200,000 capital can get an order 
for $5 million, Let us say we would insure him, 
that we are satisfied he could produce. We are 
interested in the capacity and capability of the 
exporter, just as we are in the credit terms involved 


and in the capacity and capability of the buyer 
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in the foreign country to pay. Let us say we insure 
a $5 million order and the payment terms we might 
be prepared to agree to would be, say, 10 percent 
cash with the order, 10 per cent on delivery «» 

and the balance spread over five years after 
delivery. Well, we would insure 85 per cent of the 
amount owing by the buyer, so there would be about 
$4 million owing. The goods are shipped and the 
exporter has to carry a risk of -15 per cent, and 
15 per cent of $4 million if $600,000. But he 
has only $200,000 capital. He says, "If you could 
give me 100 per cent cover so that once I ship 
I get paid, I would not have to worry any more and 
I could do more business.” Our reply is, "You have 
not got sufficient capital to handle that type 
of business." 

MR. TAYLOR: They have also expressed some 
eoncern that the financing arrangements they can 
make through the normal banking channels on the 
basis of promissory notes, discounted on a 
with recourse basis, remains on their balance sheet 
as a continuing, contingent liability impairing 
their credit position for other operations. 

COMMISSIONER MACKINTOSH: You are speaking 
of er. Of, 8. they might get from a bank? 

MR. TAYLOR: Yes. 

COMMISSIONER MACKINTOSH: Or through the 
Export Finance Corporation? 

MR, TAYLOR: Yes. 


COMMISSIONER MACKINTOSH: You mentioned the 
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sections which apply to capital goods. How do you 
distinguish capital goods? 
MR. AITKEN: Well, producer goods, goods which 
roduce, such asheavy machinery, locomotives, and . 
heavy goods like bridges. 
COMMISSIONER MACKINTOSH: Producers' durable 
goods? 
MR. AITKEN: Correct. 
COMMISSIONER GIBSON: What about steel 
girders? 
OR. AITKEN: I must say. we have never been 
asked to insure.steel. girders as such, 
COMMISSIONER GIBSON: That line of product 
must be difficult to insure? 
MR, AITKEN: Yes. Let me give you an 
example, Let us suppose a foreign contractor is 
building a bridge and he wants to purchase the nuts 
and bolts from Canada and he says, "These are capital 
goodS which are going into this bridge." We would 
not insure on the basis of medium-term credit. We 
would say that it. would have tobe paid in 60 to 90 
days. However, if the Canadian exporter was providing 
all the girders, the nuts, bolts and everything 
going into the bridge, we would insure the whole 
complex on a medium-term credit basis. We would insure, 
for instance, gas tanks sold abroad, on medium-term 
credit, but we would not insure the steel plate 
that might go to a foreign country to be made into 
forms to make the gas tanks, We would not insure 


that on medium-term credit. Usually that would be 
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SOld on a short-term credit, Supplier-term credit. 
COMMISSIONER MACKINTOSH: Let us return to 
your bridge. Let us say that one Canadian exporter 
provides the girders, another Canadian exporter 
provides something else, and so on, so that the 
whole bridge is being supplied from Carsdian sources. 
What would happen in that case? 
MR. AITKEN: We have never had such a 
case. We would suggest that a consortium be formed. 
MR, THOMAS: We are working on a case 
at the present time for a Latin-American country -- 
this does not concern a bridge -- where there is 
a whdle new plant being built. It is under Canadian 
na ace ae supervision, and the Canadian engineers 
approached us on this proposal which they wanted to 
break down amongst a number of Canadian suppliers. 
We accepted this, but if it had been.on an individual 
basis with only a portion coming from one Canadian 
supplier we probably would not have gone along to 
the extended term we are giving for the over-all 
project, which is broken down into a number of 
pieces. 
MR. AITKEN: It is because in this case 
we know that everything is coming from Canada that 
we are insuring the individual exporters, whereas 
if one exporter had come along to us and we had no- 
knowledge of the fact that everything was coming 
from Canada we might have turned him down, 
COMMISSIONER MACKINTOSH: Taking your 


bridge example, and assuming that the steel for the 
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1 bridge was a heavy capital expenditure which you 

Wy) would expect to finance over a considerable period, 
Ss why do you put such emphasis on the whole bridge? 
4 I can see your reasoning with respect to the nuts 

5 and bolts, Do you say that they ought to be able 
6 to pay for them in a short: time and that it is not 


7 worth it, perhaps, but with respect to a big steel 


8 order, including the whole bridge, why not? 

9 MR... AITKEN: Because the item in ea 
10 is not what we would describe as a sophisticated 
11 item of heavy capital equipment.. The trouble is 


that if we were to agree and we were asked to 

insure the sale of steel plate for a bridge on, 

say, three years! cnedivey it would be quickly known 
internationally that Canada had exported steel on 
three years' credit and the Seeerey in other 
countries would be little concerned with the end 

use but would complain to their governments, to 
their export credit insurers, that Canada was selling 
an item, essentially a consumable item, on capital goods 
eredit terms of medium-term credit, whereas the 

vast bulk of trade in that commodity is done in 
short-term credit. 

COMMISSIONER MACKINTOSH: Your main objection 
is that this is beyond the customary terms of the 
trade? 

MR, AITKEN: That is correct. 

MR, THOMAS: The international terms. 

MR, AITKEN: We say and we believe that we 


do not try to set or dictate credit terms. We follow 
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Terente, Ontaric 
the custom of the trade, 

COMMISSIONER MACKINTOSH: I gather from what 
you said earlier that you are satisfied, as developed 
by experience, E.C.1I.C.:has become an important tool 
or resource in the extending of our exports? 

MR. AITKEN: We think that is so, 

COMMISSIONER MACKINTOSH: I am interested 
in that, for I believe I made the first crude draft 
of the legislation under which it operates. I may 
say that the finished legislation bore little 
resemblance to my initial attempts, but I am glad 
something grew up. 

= COMMISSIONER BROWN: You mentioned that 
you do not have much; by: way of complaints. We 
have a brief here from the Canadian Manufacturers' 
Association, which organization will appear before 
us next week, in which they mention several points. 
You have answered some of them already. They suggest 
among other things that the Export Credits Insurance 
Corporation should be as liberal as possible in 
4ts determination of the borderline between goods 
which are eligible for medium-term coverage and 
those which are not. I think you have answered that. 
They have another suggestion here about co-insurance, 
and they make this statement: 

"The present Canadian limit is 85 

per cent, but export credits insurers 
in some other countries are prepared to 
cover as much as 95 per cent." 


Would you care to comment on that? 
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Terente, Ontario 
1 MR. AITKEN: Yes. The United Kingdom, for 
2 example, will in certain countries cover up to 


3 95 per cent for the transfer risk while limiting 


4 the credit risk to 85 per cent. Again, in other 


5 countries, particularly in Germany, for example, 

6 which varies its co-insurance proportion, 
7 having regard to its view of the risk involved in 

8 the particular country. In a certain:Latin-American 
9 country, which I will not name, they have cut their 

10 co-insurance proportion to 70 per cent; We nave 

11 85 per cent across the board, and this is for 

12 a multiplicity of reasons, a couple of which are 


13 that in our view it is frequently difficult to 

14 distinguish between a credit loss or a political loss. 
15 The two are frequently intermingled, and while it 

16 is possible by definition to say that you will 


17 pay "X" per cent for one type of loss and "y" 


18 per cent for another, we feel it is from the point 
19 of view of simplicity more appropriate to have a 
20 uniform percentage of cover for all types of loss. 


21 Now, there is admittedly nothing magic in the figure 
22 of 85. Perhaps 70, 75, 80 or 90 would be more 
appropriate. In the case of manufacturers, their 
gross profit would be in the 15 per cent area, but 
4n the case of merchant exporters their gross 
profit ona particular transaction might be 5 per 
cent or as low as 3 per cent, so that the 15 per 
cent that the exporter is required to carry cannot 
really be said to bear any direct relation to his 


profit or risk in the transaction from the point of 
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his profits, We want to retain the exporter's 
continuing risk in a transaction right up until it 
is finally paid. To the extent we decrease his 
proportion of co-insurance, his interest in getting 
payment by the ultimate buyer lessens and we think 
that 85 per cent across the board with a 15 per 
cent co-insurance ratio is reasonable. It is true 
that in the United Kingdom they have gone to 95 
per cent In'‘certatn‘cases, but I understand it is 
quite selective. 

MR. THOMAS: Even in the United Kingdom 
they do go down to 75 per cent, and at the present 
time they are only giving a(5-e5 ratio for quite 
a number of countries. 

MR, ALTKEN: | They will.go to 95 per cent 
in certain areas, but they do vary it. As Mr. 
Thomas has said, they insure on a 75-25 basis in 


some countries. 
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Terento, Ontaric 
MR. THOMAS: Whereas we are constant. We 

have gone below 85 per cent in some instances where, 
and chiefly where, the exporter has made a substantial 
profit. We have gone as low as 60 per:cent. 

MR. AITKEN: That is, we have given 60 
per cent, and the exporter carries 40 per cent 
of the risk. 

COMMISSIONER BROWN: This is because of 
his substantial profit? 

MR. AITKEN: That 1g sight. 

COMMMSSIONER BROWN: There.is another 
Suggestions: 

4 "It is recommended that the Government 
should follow the practice of most other 
countries by providing that the Export 
Credits Insurance Corporation be exempt 
from income tax. (While the Corporation's 
gross premium income in 1961 was $744,000, 
its income tax for that year was $740,000). 
This would permit the -entire excess of 
premium income over operating expenses 
and net claims paid to be applied to a 
substantial reduction of premium rates, 
while net income from investments could 
be used to reinforce the Corporation's 
underwriting reserve." 

I can understand, in view of the fact the 
government is providing the money on which you 
are making your investment income, there is a good 


reason for an income tax, at least up to this investment 
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income level. The last couple of years it has been runni 
in excess of investment income. There must be some 
comment you have to make about this, other than the 

one that I have just made, which is rather obvious? 

MR. AITKEN: Those words are music to my 
ears, I would be delighted were E.C.1I.C. not subject 
to income tax. I think it has-a very bad public 
relations effect. We are affected by the fact 
that exporters,even if you explain to them that 
while the tax we pay does not exceed 
the interest we earn on our donated capital -- because 
the government does not get any return on capital, 

iL think not improperly the government can argue 

the income tax which is levied against us is a small 
return on the capital made available for our backing. 
But I think it has a bad publie relations effect 

on exporters. We have to pay income tax, and they 
say, if we did not have to pay that our premiums 
would be reduced. In my view this would not 
necessarily be so, because we have been going since 
1945 on this basis that this interest is in the 
nature of a guarantee fund and the premiums we 
charge, we say, will meet the claims we make.. 

IT would be more than happy were the Act 
amended. It would require an amendment to. the 
Financial Administration or Income Tax Act. I think 
it would be proper to be exempted from paying income 
tax because the theory behind it, my understanding is, 1 
because those organizations which operate on such 


a basis pay tax, so they can be compared to those 
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in similar fields of endeavour, It is only by 
the means of a government entity that you can get 
export credits insurance because in all countries 

the entities handling that insurance .are government- 
owned or act on behalf of the government in respect 
of their export credit insurance, and they pay no 
taxes. We are the only entity -in the world paying 
income tax. 

COMMISSIONER BROWN: Say, for the sake 
of our discussion, your setup was changed around 
and the $15 million was returned to the government, 
and you operated on just an advance’ for your current 
operations -- without this $15 million guarantee in 
the ‘background -- and you operated just on premium 
income and without income tax, would not the net 
result be much the same, and yet public relations 
would be improved? i 

MR, AITKEN: Yes, they would, I think, 
but ‘the exporter who insures with us, and particularly 
in the case of large outstandings, wants to be 
Sure we have the resources to pay him; and if we 
have to go and borrow money from the conolidated 
revenue fund to pay his losses he would not be as 
happy as he is now, because he knows we have $15 
million out of which we can pay his losses, 

COMMISSIONER BROWN: Alternatively, say 
this was merely on deposit with the Bank of Canada, 
without interest? 

MR. AITKEN: Yes, that would be one way 


of handling it. I would like to have the capital 
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and the interest on the capital and no income tax, 
to continue to increase our guarantee fund. 

COMMISSIONER BROWN: IL. think we understand 
that. 

COMMISSIONER LEMAN: The exporter is quite 
happy. What he is paying you in premiums is deductible 
for tax purposes? 

MR, AITKEN: Yes, that is an expense of 
doing business for him. 

COMMISSIONER BROWN: How do your rates 
compare with the rates of other countries? Have 
there been any complaints about that? 

MR, AITKEN: No. | 

COMMISSIONER BROWN: ‘The fact there are 
not-any complaints indicates your rates are 
reasonable? 

MR. AITKEN: We think they are, We have 
meetings and discussions with the other export credit 
insurance corporations on the rates. It may happen, 
in a certain country, ©~.°° because of that country's 
relationship vis-a-vis Canada,-that our rates might be higher 
on a particular market than, say, that of the 
United Kingdom. For instance, the U.K. has extensive 
interests in Kuwait, and they might consider the 
risk there of non-transfer and non-payment was 
absolutely negligible; whereas for us it may be 
sterling rather than a U.S, dollar matter, and we 
might consider our risk a little greater and the 
rate would thus be higher. Alternatively, the 


reverse might be the case, and the risk of non-payment 
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by that country might be higher for her than for 

us. So, the rates do vary, to that extent, among 
countries, but we think, by and large, our rates 
are comparative and not out of .line with the others. 

COMMISSIONER MACKINTOSH: You have full 
knowledge of the rates charged by other countries? 

MR, AITKEN: | Yes. 

COMMISSIONER MACKINTOSH: And you exchange 
this information? 

MR, AITKEN: Not on a tariff schedule 
basis, We have not a published tariff. We cannot 
publish our rate because if we were to say for 
country"A"we charge "X" and for country "B" "3x" 
you would have the ambassador of country "B" up 
to see the Prime Minister the next day. 

At our Berne union meetings we do discuss 
rates, and as a result of that are -satisfied that 
our rates are comparable and not out of line with 
those charged by other people in the same line 
of business, 

MR. THOMAS: We carried out a survey about 
two years ago of our rate by countries and terms 
with the British rates, and more than 50 per cent 
of the countries were on an identical basis. The 
U.K. rate-was exactly the same as ours, and the 
others did vary up and down -- in other words, 
they were higher in some cases than we were, and they 
were lower in some than we were -- but the 50 per 
we thought, was a pretty good indication. of keep- 


cent, 


ing our rates fairly well in line with the British. 
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COMMISSIONER BROWN: There is another point 
as regards long-term financing procedures: 

“With regard to long-term financing 
procedures, the present system calling 

for the issue of promissory notes by the 

foreign buyer to the Canadian exporter, 

the guarantee of the notes by Export 

Credits Insurance Corporation and then 

their subsequent sale by the exporter 

appears to be somewhat cumbersome." 

MR, AITKEN: I would agree with that. 

COMMISSIONER BROWN: Have you any suggestion 
as to the way it might be dealt with? 

MR. TAYLOR: I might give you a slight 
background on this point. Section 21A, under 
which we operate the long-term financing, existed 
prior to our entering into the operation of long- 
term financing. It was created some two years 
prior to that, really, with the basic intent of 
affording 100 per cent guarantee to exporters under 
medium-term business, but it was 100 per cent guarantee 
to the lender after the delivery had been made. This 
is why the emphasis in that section on the guarantee 
at that time was a main asset of the section. . The 
main intent was that we would give 100 per cent 
guarantee to the lender, to encourage the availability 
of capital in support of this type of transaction, 

When the actual operation on long-term 
financing was undertaken, to avoid going through, 


without any background of experience, especially, 
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and to avoid the time-consuming process of setting 

up completely new legislation, it was decided it 

was possible to operate long-term financing schemes 
under conditions as they then existed, So, we 

began operations with legislation which was not 
designed for the purpose to which it was applied. 

As the legislation is written it contains this require- 
ment that we must guarantee instruments and only 
Subsequent to guaranteeing may we then purchase. 

The purchase of the promissory note is the real 
emphasis. We are controlled by the fact that we 

have first to guarantee. This results in the necessity 
of a note being given by the buyer to the exporter. 

We can't have the note made out directly to us, 

if we first have to guarantee it. We cannot guarantee 
to ourselves for the purpose of purchasing. This 

leads to this round-about method. 

Actually, a fairly simple amendment, the 
elimination of the guarantee feature in the legislation 
which now exists, this would eliminate this aspect 
that is objected to by the exporters-and which, in 
administering it, we find fairly cumbersome too, 

COMMISSIONER BROWN: You are prepared to 
make such a recommendation? I am wondering why 
you have not recommended it to us if it apparently is 
in everybody's interest? 

MR, AITKEN: It is rather a matter of governmen 
policy to change legislation. 

COMMISSIONER MACKINTOSH: you would rather 


we recommend it to the government? 
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MR. AITKEN: I see. 

MR. THOMAS: I think the answer really is 
that we are still in the process of learning a lot 
about this long-term financing, and we are treading 
time up to a point, before any- strong recommendations 
are made for a change in the legislation. 

MR. AITKEN: It appears to be advisable 
to make some change, We are not quite clear yet, 
in our own minds, as to exactly what that change 
Should be. We have had a year's experience in 
long-term financing, and it is evident that this 
method has its cumbersome details. It would be helpful 
to make some change, but we have wt yet made up 
our minds what it should be. -We have it under 
active consideration, 

COMMISSIONER BROWN: You would like to 
see some change made, though you are not quite sure 
of the details? 

MR, AITKEN: Yes, and that is why our brief 
has not made any recommendation on that point, 
because if we make a suggestion we feel we should say 
what the solution should be, rather than just mention 
the problem. 

COMMISSIONER LEMAN: Perhaps there is some 
indication in your brief and in the .attachments, but 
on which I was not quite able-to get the answer on 
this point. In the one to five-year medium-term 
credit, what has happened, what have you accomplished 
to date in practical terms? 


MR. AITKEN: In volume of business? 
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1 COMMISSIONER LEMAN: Yes, in the way of 
2 increasing the number you insure? You said this 


3 was going to help you? 


4 MR, AITKEN: Yes. 

5 COMMISSIONER LEMAN: How long has it been 
6 going on, and how far has it got to date? 

7 MR, AITKEN: We have; since our inception, 
8 


been prepared to insure capital goods sold on medium- 
9 term credit -- which is, roughly, one to five years. 


10 Over that period the Canadian chartered banks have 


11 almost invariably, in our experience, been prepared 

12 to provide financing for insured sales. However, 

13 from time to time, particularly in the era of so-called 
14 tight money, the exporters complained or alleged 

15 that financing was not readily available to them 

16 through their banking sources, through the chartered 

17 banks, and, accordingly, about a year or so ago, 


18 April, 1961, the chartered banks took over the charter 


19 of the Export Finance Corporation of Canada Limited, 
20 and that entity, which provides a new and separate 
21 source of medium-term financing, has been ready, 


22 willing and able to put up funds rapidly for any 
23 business which we will insure. They are more than 


-! anxious to put up funds. Their only complaint to date 


25 is that there is not sufficient for them to make 


26 full utilization of their resources. 

27 COMMISSIONER LEMAN: You have no idea as 

28 to what the cause of this slow start is? 

29 MR. AITKEN: Our insured medium-term business 


30 is increasing, but it is not something that is a continujng 
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thing,/the export trade in consumer goods. It is 


necessarily spotty. Only capital goods exporters 


sell on medium-term credit. 


It is not the type 


of business that goes on a week to week basis. It 


may take anywhere from six months to three years 


for an exporter to negotiate 


a large contract for 


the sale of capital equipment to a foreign buyer. 


It is only when he succeeds that we are asked to 


provide the insurance. We constantly have commitments 


outstanding, upward of $100 million of prospective capital 


goods business, Only one per cent of that may 


result in actual business, but we have commitments 


on our books in excess of $100 million to assist 


exporters in seeking business abroad. 


MR. THOMAS: This medium-term business 


is subjected to very heavy international competition, 


00 if is very diiiiculd. 
COMMISSIONER LEMANS: 


standpoint, is that business 


From the insurance 


also subject to the 


rule about coverage in all markets? 


MR. AITKEN: We insure on a specific basis, 


an individual policy to cover the particular contract 


of sale. In most cases exporters, however, who 


are capital equipment manufacturers, if they do 


business abroad on credit, they want to insure. 


COMMISSIONER LEMAN: 


You said this was 


a sector of the business which is subject to very 


intense international competition? 


MR, AITKEN: Yes. 
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tough ones do you think the recent improvement 
in Canada's exchange rate has had any effect? Can 
you see any signs, yet, of any Hee ce ho 

MR, AITKEN: We think it has been of tremendous 
importance, of inestimable value to:the exporter. 

The exporters we talk to are increasingly encouraged 
by the fact that they are today competitive whereas 
two years ago they were not. Today they are 
competitive price-wise in many fields in the heavy 
equipment manufacturing. 

COMMISSIONER MACKINTOSH: Is there evidence 
of their taking advantage of this situation? 

MR. AITKEN: Very definitely. 

COMMISSIONER LEMAN: I would like to ask you 
another question. You touched on it before a little 
bit, but I would like to go a littie further into 
it. Regarding your sources of information, you said 
you-have talked to the other export credit outfits 
that operate in the world, and that you have exchanged 
information with them. What .other good sources 
of information do you use? 

MR, AITKEN: We think that we have had a fairly 
successful operation over the past 17 years, and we 
attribute a great deal of that success to the 
tremendous assistance we have had from the Canadian 
Trade Commissioners! Service. They are outstanding 
chaps who do a first-class job, and we rely on them, 
to a great extent, to keep us posted on economic 
conditions in their countries. The regulations 


with regard to import licensing, foreign exchange 
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permits, etc., information with regard to credit 
terms, credit information on buyers, competition 
from other countries -- these are the types of 
information they provide us with. Frequently an 
exporter will allege, for example, that Germany is 
quoting on a project and is granting terms which > Lh 
our experience, are beyond those usual for such a 
sale, and we ask the Commissioner to check into it 


for us, and he is frequently able to supply us 


with chapter and verse. 
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COMMISSIONER LEMAN: Do you have a lot of 
direct relations with foreign banks in order to get 
information? 

MR. AITKEN: No, we deal with the Canadian 
chartered banks, and go to them for information on 
foreign buyers. 

MR. THOMAS: But we do have considerable 
sources of economic information, a lot of which does 
come from foreign banks -- American banks, the banks 
in London and in Seuth America, and so on. 

COMMISSIONER LEMAN: Is this mostly a 
burden strictly on the staff? What about this 
advisory board that you described? Can they help 
you in this sense at all? 

MR. AITKEN: The Advisory Council was 
set up and it operates as the act says. It advises 
the board of directors on the administration of the 
corporation. We have meetings at which the Advisory 
Council reviews our entire operation -- our past 
experience, our present position and future prospects. 
The act has been amended several times during our 
seventeen years of existence, each time as a result 
of a specific recommendation of the Advisory Council, 
but the Advisory Council is not used as a source of 
credit information. Dr. Taylor, since he has assumed 
his responsibility as head of the expert finance division 

was our chief economist and maintained very close relationships 
with such institutions as the International Bank of 
Reconstruction and Development, the International 


Monetary Fund, and the Expert-Import Bank. We are thus 
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provided with a first-class source of information in 
our consideration of economic and payment conditions 
in the various countries. 

COMMISSIONER LEMAN: You do not consider 
yourself a source of information for those who do not 
insure with you? 

MR. AITKEN: No, we are net a credit bureau. 

MR. THOMAS: We have no legislative authority 
to do that. 

MR. AITKEN: I will tell you a funny story. 
There was one exporter -- the president of that company 
is probably well knewn to you; actually he is no longer 


president of that company but president ef another. He 


used to come in and ask us te insure a prospective sale, 

and when we were willing to insure he went ahead and did the 
insurance 

business without /. but when we were not willing to insure 

he did not do the business. In any event, Canada got some 

of the business. We think there has probably been 

just as much business done with our initial encourage- 

ment that does not appear on our books as the business 

done where we have insured. 
In many cases an exporter comes to us for 

a commitment to provide insurance in the event that he 

is successful in making a particular sale on credit 

terms that would require insurance backing. In such a 

case we consider all the aspects, and if we are pre- 

pared to take it we give him a commitment which is 

good for sixty or ninety days, and which can be renewed, 


Then the exporter goes out and negotiates with the 


buyer and, lo and behold, the buyer is prepared to pay 
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cash. However, that exporter has been encouraged to go 
and talk with the buyer. 

MR. TAYLOR: Another aspect which is worthy 
of comment is with respect to, shall we say, many 
South American countries because it is their habit 
to get into foreign exchange difficulties. An exporter 
is likely to get a little bit panicky when a foreign 
exchange crisis develops in a country, and he will come 
up to see us immediately to find out what our attitude 
is. He will want te know if we are withdrawing cover, 
or if we are curtailing in any way. Exporters really 
pattern their trade policy in such a country, and their 
continuing export policy there, on the reaction they 
get from us. 

In many markets such as Brazil and Colombia, 
where they had a complete exchange blockage, which went 
on for a year to eighteen months, the Export Credits 
Insurance Corporation, because of its policy of con- 
tinuing coverage, granted on more selective basis did 
continue to provide coverage, and did maintain Canadian 
exporters in these markets where otherwise they would 
have ceased operations entirely. 

COMMISSIONER LEMAN: The answer is that 
indirectly you end up by being a source of information 
for exporters. 

MR. AITKEN: Yes. 

COMMISSIONER LEMAN: When we reviewed the 
various obstacles or complaints that particular customer 
or prospective customers had voiced, there was no 


mention of the time element of doing business, especiall 
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in this medium term field. Have there been any 
complaints about this type of business, it being on 
your own admission extremely competitive -- a lot 

of it being on a bid basis? How do you meet that? 
Is that fairly well solved as a problem? Is this problem 
of exporters coming to you and making sure they can 
get the insurance before they put in their bid fairly 
well solved? Can you describe how this works, and 
how it has developed? 

MR. AITKEN: As a result of our having done 
business for seventeen years, exporters of capital 
equipment who might wish to make use of our services 
are daily, weekly and monthly becoming et hen informed 
of our method of operation, and of the information 
we require in order to be able to assess a risk. While 
frequently an exporter wants an answer yesterday, we 
are often able to give him an answer tomorrow. 

Our working relationships with capital equipment 

manufacturers in the medium 

/term field is, I think, excellent, and the exporter 
appreciates that in order to give a decision we have 
to have as complete information as possible. Provided 
an exporter can give us all we need to know with regard 
to a particular transaction we can, as a rule, depending 
upon the size of the order, give him a commitment in 
a relatively short time -- not infrequently, over the 
phone, and frequently within a very few days, and 
certainly if he has given us complete information we can 
give him a decision within a couple of weeks., because 
if a Board decision is required. we hold Board meetings 


on an ad hoc basis, but at least once a month, 
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COMMISSIONER LEMAN: But does not correspondence 
result and also delay when you are not given the infor- 
mation you need and you ask the exporter to go back 
and find it out? He has perhaps to go to the country 
of destination to find out what you want to know, and 
that might result in a long delay. 

MR.AITKEN: That does happen, byt in our 
experience only with inexperienced sx pbrters: Experience 
exporters go into it themselves because they have 
15 per cent of the risk, and they get all of the 
information they require which is also what we require. 
Occasionally, you will get a hair-brained request which 


involves you in protracted correspondence, and which 


may result in nothing, but the protracted correspondence 
may be occasioned by the fact that the prospective 
exporter is inexperienced. With the experienced exporter 
we have no difficulties whatsoever. 

MR. THOMAS: Percentagewise the number of 
deals which would come to us which would require this 
sort of correspondence, I would say, would be probably 
less than 5 per cent of the deals we have, because most 
of the people are experienced in the field. It is 
just the odd one who is not. 

COMMISSIONER BROWN: On this question of 
prospective deals, do you sometimes have requests from 
two competing exporters? 

MR. AITKEN: That can happen. 

COMMISSIONER BROWN: This brings up a 
supplementary question -- I do not want to interrupt 


your train of thought Mr. Leman. If you give an exporter 
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a commitment on one of these medium term deals, is he 
commited to give you the business? 
MR. AITKEN: No, absolutely not. An 
exporter can submit his application to us for a 
quotation and a commitment, but he does not incur 
any commitment whatsoever. He is just asking us 
what we would charge to insure him if he wants to insure. 
COMMISSIONER BROWN: You do not charge him 
a stand-by fee? 
MR. AITKEN: No. We have thought of that. 
In some countries they do it. In Belgium, for instance, 
they charge, I think, something like one-quarter 
of one per cent for a commitment, and then if the 
exporter gets the business and takes out a policy, they 
apply that payment against his premium, but they 
retain it if he does not get the business or if he 
does the business and does not insure. 
But, we are here to help exporters to. the 
maximum extent possible, and if the charging of a 
stand-by fee would, in any way, inhibit their coming 
to us for commitments or even advice then we would not 
be doing the complete job that we are trying to do. 
COMMISSIONER LEMAN: Thank you for asking 
that question. It leads to my next question. You 
have not reached the limits of the business you can 
do without further legislation sndetbeth ines: this 
is not an immediate problem, but you do say that the 
circumstances of world trade and our exchange rate, 


et cetera, may offer some promise of a good deal of 


increase. 
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MR. AITKEN: Yes. 

COMMISSIONER LEMAN: You also explain to us 
that in this field of business the time between the 
giving of a commitment and the time when the business 
materializes can be quite long. 

MR, AITKEN: Yes. 

COMMISSIONER LEMAN: How will you cope with 
this from the point of view of the limits within which 
you can operate? Would you just go to the government 
and ask for leeway? 

MR. AITKEN: No, we have never given 
commitments beyond the ceiling of our powers in the 
act. In the act we have an overall total of $700 million, 
of which $200 million can be handled by our Board of 
directors on its own responsibility. We can incur 
commitments, actual outstandings and commitments, up 
to an aggregate of $200 million under Section 14 of 
the act. Under Section 21 the government has the 
authority to authorize us to insure up to another 
$200 million, and then under Section 21 (a) we have 
$300 million for long-term financing. 

My view is -- and George Hees has said this 
recently; we report to pariiament through the Minister 
of Trade and Commerce -- that if any of these ceilings 
is ever pushed he will be only too delighted to go back 
to parliament to ask it to raise a ceiling. 

COMMISSIONER LEMAN: But the straight relati 
ship of commitments to actual business could become a 
problem, could it not? 


MR, AITKEN: Yes, but you will recall that I 
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said we continually run about $100 million of commitments 
on our books all the time. Our actual liability under 
policies in force under Section 14 is about $70 million, 
so we have $130 millien actual leeway. Our commitments 
of $100 million bring us up te about $170 million, so 
we still have a leeway of $30 million, including 
commitments. 
Underssectinn 21 we also have 

$200 million of which today $168 million is committed. 

THE CHAIRMAN: I understand what you said 
about your rates, namely, that your rates are comparable 
to similar British rates for comparable risks. 

MR. AITKEN: Yes. 

THE CHAIRMAN: Are the British rates you 
speak of the rates of private companies? 

MR. AITKEN: No, the rates of the Export 
Guarantee Department. 

THE CHAIRMAN: That is of Great Britain? 

MR. AITKEN: Yes. 

THE CHAIRMAN: That is a similar institution 
to yours? 

MR. AITKEN: The only difference is that we 
are a Crown company, and they are a government department 

THE CHAIRMAN: They would pay no income tax? 

MR, AITKEN: That is right. 

THE CHAIRMAN: That is one of the things 
I would like to have cleared up. If your rates were 
comparable to those of companies of an ordinary kind 
then I could not understand why you should not pay 


income tax too. However, that clears it up. I think 
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that is all I wanted to ask. 

COMMISSIONER MACKINTOSH: Perhaps I can 
add a word or two on this point of paying income tax. 
I do not know who it was who proposed that Crown 
corporations should pay income tax --- 

MR. AITKEN: I have a theory. 

COMMISSIONER MACKINTOSH: It came, to 
a large extent, from the major industrialists of this 
country, but here is one corporation with which they 
wish to deal and they want to change their views. 

COMMISSIONER HARROLD: I have one question 
to ask with respect to the exchange of information 
between other countries as to your insurance rates. 
That occurs quite often, and you are aware of the 
rates in other countries, but that just pertains to 
the rate and not to the deal itself. 

MR, AITKEN: We do not have too much 
exchange of correspondence on goods sold on short- 
term credits, but we have quite a bit of correspondence 
on medium term credit transactions. An exporter who 
is working up some business in, say, Mexico, will come 
in to see us. We are prepared to give up to three 
years' credit, and he alleges that the Germans or 
the Italians for this particular transaction, when 
they are competing against him, will go up to four 
years. We will write to the Germans or the Italians 
and ask if this is true, and if they say it is then 
we will say, because we all operate on very much the 
same basis and follow the same principles, that we will 


go to four years. We would seek to find out in this 
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particular case if they have agreed to go to four years, 

and if we are satisfied with their reasons we will 

go to four years. Even if we were not satisfied with 

their reasons we might agree to back our exporter so 

that at least with respect to credit terms he can match 
the, terms that’ his German or Italian competitor is 

offering. ; 

COMMISSIONER HARROLD: When it comes to 
the different rates you have to charge for the different 
risks as between countries there is nothing in your 
financial statement that shows the appropriate rates? 

MR. AITKEN: No. 

COMMISSIONER HARROLD: At what time are those 
disclosed? 

MR. AITKEN: Among ourselves, do you mean? 

COMMISSIONER HARROLD: Yes. 

MR. AITKEN: At our meetings, or in 
correspondence I would ask: What are you charging for 
such and such a deal", and they would say: "4.69 per 
cent,' or whatever it is. 

COMMISSIONER HARROLD: But are these rates 
disclosed during the current year in our own country. 

Do you disclose the different rates charged by different 
countries? You mentioned something about the ambassadors. 

MR. AITKEN: No, we do not. The 
sophisticated importing communities, even in the 
developing countries, are fully aware of the existence 
of export credits insurance in the capital goods 
exporting countries, and they know by and large 


what their sellers -- the exporters -- are charged to 
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insure. We have had importers coming in to see us from 
Latin American countries and asking: "What do you mean 
by charging 43 per cent for this risk when you know 
that in the United Kingdom they charge only 3 3/4 per 
cent?"., Well, we do not let exporters tell the 
foreign buyer or the exporter's foreign agent that he 
has export credit insurance. In our view it is better 
for the exporter to deal with the buyer, and for the 
exporter to deal confidentially with us. The buyer 
should not know that the exporter has insurance, and 
for this reason; let us take a buyer in a particular 
country who buys from ten Canadian suppliers and who 
knows that one is insured. If he gets a little strapped 
fer cash he will pay the other nine, but not pay the 
one who is insured because he will say: "That chap 
can claim fram export credits." In our view it is 
better to maintain a confidential relationship between 
the exporter and the corporation. The exporter agrees 
in his application that he will not disclose the fact 
that he has a policy to anyone other than his banker. 
He is not supposed to discuss export credits insurance 
with the buyer or the foreign agent. 

COMMISSIONER LEMAN: But from what you 
said earlier, it does get around. 

MR. AITKEN: Yes, there is no question about 
that. 

COMMISSIONER LEMAN: And if you have to raise 
the rates to a certain country, you may just happen to b 
out to lunch when somebody comes in to inquire. 


MR. AITKEN: Yes, that is right. 
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COMMISSIONER HARROLD: You have regard to 

nothing except the rate of the insurance on the credit? 

MR. AITKEN: Yes, that is right. 

COMMISSIONER HARROLD: You have nothing 
to do with the rest of the deal? 

MR, AITKEN: No, nothing. 

THE CHAIRMAN: Thank you very much, Mr. 
Aitken and gentlemen. This has been a very interesting 
discussion, and we are all very favourably impressed 
with the manner in which the Corporation's business 
has carried on. 

MR. AITKEN: Thank you very much, sir, for 
having allowed us to present this brief. 

THE CHAIRMAN: We shall now adjourn until 
9.15 A.M. on Monday, September 17, when we shall hear 


the: views of the Montreal and Toronto Stock Exchanges. 


--- Adjournment. 
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Royal Commission on Banking and Finance, 
OTTAWA, Ontario. 
Honourable Commissioners, 

We welcome the opportunity of presenting 
to you this submission on behalf of the Canadian 
Metal Mining Association. 

1 IDENTIFICATION 

The Association is a national organization 
representing the great majority of operating mines 
in this country, including Bre ma jor Prerucaus net Base 
metals, gold, silver, uranium, iron ore and_some ' 
industrial minerals, of which asbestos is the chief. 

Attached to this brief is a list of our 
member companies and the names of our officers and 
directors. 

2. SIZE OF INDUSTRY 

Some indication of the size and importance 
of the mining industry in the economy of this country 
is given by the following figures as published by 
the Dominion Bureau of Statistics. 


Value of Mineral Production of Canada, 1961 


Metallics ° $ 1,397,014,089 
Non-metallics 210,250,683 
Mineral fuels 643,425,160 


Structural materials 323,092,906 


Total —-$: 2,573,782,838 


From these figures it will be seen that 
the metallics proportion of Canada's mineral production 


accounting between them for approximately $1.6 billion 
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1 of new wealth annually. sas 
: S. CONTENTS OF BRIEF 
3 In this brief we wish to concentrate 
4 attention on four major topics: 
5 (1) gold as a monetary metal and policy 
\ 6 | related thereto; 
7 _ (2) the paramount importance of maintaining 
8 | the Canadian dollar at a stable discount; 
9 ___.__ F389?" tne 4imBortance to Ene tne industry of 
10 various sources of finance, including 
11 capital from abroad, and 
12 (4) the effect on financial reserves of current 
13 levels of taxation, federal and provincial. 
14 
Our views on each of these topics are set 
7 forth in the body of the submission. 
j They lead to the following conclusions and 
recommendations: 
18 
ay Y! GOLD 
19 
} (1) The gold mining industry in Canada is an 
= importadt asset to our economy. 
= (2) In view of the renewed interest in gold and 
7 its role as the final medium of international 
a exchange, it is appropriate and timely to 
= examine the "gold question" in all its aspects. 
oa (3) The Canadian Government might be well. advised 
“ to build up its gold holdings. 
- (4) The gold mining industry should be supported 
a and sustained as a valuable hedge against 
29 


possibilities of recession. 
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CANADIAN DOLLAR DISCOUNT 
(1) We commend the action taken in May be’ the 
Minister of Finance to peg the dollar at a 
considerable discount. 
(2) This action is helpful to the gold mining 
industry directly by increasing the Mint price 
of gold, and to the mining industry in general, 
Which has become a major segment of Canada's 
export trade. 
(3) The pegged exchange rate assures a desirable 
element of stability to all industries which 
must export the bulk of their products. 
(4) The pegged exchange rate puts this country 
into a more advantageous relationship with the 
United States and the International Monetary Fund 
(5) It is recommended that all feasible means 


be adopted to maintain a stable discount. 
:% 


sk 
SOURCES QF FINANCE 


(1) While the larger mining companies are able 
to finance their own exploration and develop- 
ment programs, access to outside sources of 
venture capital is necessary for the growth and 
welfare of the mining industry. 

(2) We share and commend the stated policy of 
the Government of Canada to encourage Canadian 
financial participation in awneeehen of 
Canadian industry, including resource a Poe 
(3) We believe, however, that any steps taken 
in this direction should actively encourage 


Canadians to participate without discouraging 
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needed capital from abroaa. 

(4) Capital requirements for large-scale 
mining operations are of a magnitude which makes 
it quite impracticable to rely on Canadian 
sources alone, 

(5) Any regulations put into effect by the 
Government of Canada which tend to discourage 
foreign investment should be carefully reviewed and 
revised, 

(6) Positive steps to encourage greater financia 
participation in resource developments by 
Canadian citizens, such as increased tax relief 
on dividends, might well be considered as part 
of a well-designed long-term program. 

FINANCIAL RESERVES AND CURRENT LEVELS OF 
TAXATION 

(1) Current levels of taxation, federal and 
provincial, are such as to leave inadequate 
financial reserves in City hands of corporations 
and individual éiet whe. 

(2) Unbalanced federal budgets, massive deficits, 
substantial increases in federal spending, 

Sharp increases in provincial taxation combine 
to aggravate a dangerous and difficult situation. 
(3) Major social and industrial problems, such 
as unemployment and under-production, are jteee 
evidence of an unsatisfactory rate of economic 
growth. 

(4) Positive and powerful incentives to stimulate 


productive enterprise are needed to get the econom 
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advancing at a brisker pace. 
(5) Constructive steps are desirable to make 
available to industry a larger share of the 
profits which it generates, so that it can 
operate at maximum effectiveness, increasing 
both production and employment opportunities. 
(6) Much government spending is of a non- 
productive character and encourages dependence 
social welfare benefits instead of the self- 
earned fruits of productive employment. 
(7) Tax policy, more efféctively co-ordinated 
between federal and provincial authorities, 
Should be revised with a view to releasing to 
industrial corporations and to individual 
citizens a greater share of their revenues in 
order to stimulate productive enterprise. 

This concludes our summary of the con- 
Siderations and recommendations which we wish to 
draw to the attention of the Royal Commission. 

We now proceed to set forth the reasons 


which have led us to these conclusions. 
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Canada is the second largest gold producer 
in the free world.* 

Since the end of World War II Canadian 
gold production has been fairly steadily maintained 
at an annual output of about 4.5 million ounces, valued 
in round figures at $150 million. 

Two factors have been mainly responsible for 
this stability of production, increased output of gold 
as ‘a by-product of base metal mining operations and the 
assistance rendered by the federal government to 
"straight" gold producers, i.e., gold mines officially 
defined as mines the value of whose output is derived 
from gold to the extent of 70 per cent or more. 

The Emergency Gold Mining Assistance Act firgt 
came into force in January 1948. It has been periodically 
renewed and remains in effect until the end of 1963. 

Of the 51 lode gold mines now operating in Canada 4o 
receive government assistance, which of recent years 
has averaged $10 million to $12 million a year. 

Therefore not only the gold mining industry 


but the people of Canada also have a substantial stake 


in gold. 


ee 


* See chart on next page. 
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%* FREE WORLD GOLD PRODUCTION 


erent. Gntari (in thousands of fine ounces) 


Countries 1959 1960 
Jiasieaasatunmaininsnaaideninionuds tedden tae a 
1 Union of South Africa 20,065 21,386 
Canada 4,483 4,602 
2 United States 1,389 1, 386 
Australia 1,085 1,083 
Ghana 913 893 
3 Southern Rhodesia 567 563 
Colombia 398 434 
Philippines 403 408 
Congo Republic 2 338 300% 
Mexico ee st ee 2 | 
5 Total listed 30,283 31,685 
Other countries PA ELy 33,905 
6 Estimated world total@ 32,100 33, C00 


7 1 Formerly the Belgian Congo. 2 Excluding the U.S.S.R. + Estimated. 


Source: Bank for International Settlements, Thirty-first Annual Report, 
lst April 1960 - 3lst March 19641. 


i) 
co 


tna Posy. 
£ oliduqeh ogaed 


Res pie oo Leal 

283,16 8S, 0¢ batetl LetoT 1. Of 
| ere, f Ti8,1 Ssetrdmuros redg0 
ts WOOD LE DOL, SE Sisded bliow betemte’ 


Sestess ee 
al et mene ence eee teen ae ermnmen, 


| »bedamided # © .1,2.8.U edd aatbufoxd S  sogmod mntyled ot ytxomot £ 


JtogeH tsunnd dertt-qortdT .stoemeltied Lenoltamte¢al rot Anef seo tu08 
LG@L HotaM tefl - OdCL Lhrgé dei 


\ 


29 


30 


Nethercut & Young 
Terente, Ontari A-9 
On GOLD AS A MONETARY METAL 

Public interest shown in gold and in the rol 
which gold plays as an international monet metal 
is greater now than it has been for many years past. 
This interest has been stimulated by the drain of gold 
from the stocks held by the United States Treasury. 

ie Before the outflow of gold from the United 
States began in 1958 the U.S. gold stock stood at 
gor. 7 Dillion. “Te es *nowe valued ac SlOc" Dititon, lees 
than in 1939. As the U.S. gold stock diminished, 
many qualified authorities regarded $17 billion as the 
critical point. The stock has now fallen well below 
that level. 

Many observers believed that a crisis of 
this character and magnitude would force an increase 
in the gold price. However, it is clear, as we have 
had the opportunity of learning at first-hand from 
officials of the United States Treasury, that every 
effort will be made by the Government of the United 
States and the International Monetary Fund to maintain 
the established gold price. 

While the question of an increase in the 
gold price is a matter on which there are conflicting 
opinions held by authorities of the greatest competence 
we in the Canadian Metal Mining Association agree with 
the thesis, advocated by eeichteks of distinction, 
that gold is being produced in insufficient quantities 
to play adequately the role which it is called upon 


to play as the sole and universally accepted medium of 


international exchange and in the final settlement of 
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international payments. 


Gold continues to provide the only prac- 
ticable means for effecting final settlement of 
international accounts. The alternative of settling 
balances with foreign exchange involves accepting 
a promise of the debtor country rather than a portable 
asset,.and hence lacks finality. .As»finality.of 
settlement is till generally favoured, individual 
countries and international financial institutions 
alike continue to hold gold as a reserve against 
adverse movements in balances of payments. It is 
only as a regulator of domestic monetary policy that 
gold has lost its.former role. 
We would draw the attention of the members 
of the Royal Commission to the work of Dr. Robert 
Triffin, of Yale University. While we do not concur 
in the major proposals which he makes, we do believe 
that there is weight in his critical analysis of the 
causes of our current international financial dis- 

* contents. He points out that because of the inadequacy 
oe 
of the quantity of gold available, national currencies, 
especially U.S. dollars and sterling, have to be used 
to supplement gold in the reserve funds of the nations 
of the free world. This means that these currencies 
are doing double duty as national currencies and as 
international currencies; and he bélieves that this is 
the root of many of the financial troubles which we hav 
experienced since the end of the Second World War. 


We see no way out of this dilemma except 


to take steps to enable gold to play a fuller role. 
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The amount of gold that .can be produced at 
any time is strictly limited. The obvious way to 
enable gold to play more adequately the role required 
of it is to increase the gold price. 

It is to be noted that of the $3.5 billion 
of gold newly mined in the free world during the 
past three years of record, only half has gone into 
official monetary reserves, so that the total of free 
world official reserves has risen by only 1.34 per cent 
per annum. Meanwhile the value of free world trade 
has been increasing very much more rapidly, namely, 
7.11 per cent per annum for the same period, so that, 
without an adjustment in the gold price, gold is 
progressively less able to do the work required of it. 

This critical situation will be aggravated 
as the volume of trade in the Western World continues 
to grow, aS we may reasonably expect it to do, with 
the development of the European Common Market, and 
particularly if the President of the United States 
wins authority from Congress to implement the trade 
program which he has already announced. 

10. GOLD PRICE 

We are all familiar with the arguments usually 
advanced against raising the price of gold. We believe 
however, that there are more adequate counter- 
arguments, though it would be inappropriate to review 
these in detail in such a brief summary as we are now 
presenting. It is our belief that an increase in the 
gold price would render international trade freer, 


more flexible and larger in volume. 
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Il. CANADA'S GOLD RESERVES 

In the current circumstances, especially 
in view of the strain under which the gold stocks 
of the United States have recently been placed, the 
possibility arises of a unilateral devaluation of the 
Uio. dollar, 

Prudence suggests that Canada's foreign 
exchange reserves should now be kept very largely in 
gold. "In fact, however, the proportion of our reserves 
held in gold shrank from 60 per cent at the ena 
of 1957 to 46 per cent in June 1961. Since then that 
proportion has risen again to 60 per cent, partly 
through accumulation of gold but mostly on account 
of the shrinkage in total reserves. It is to be 
hoped that, as Canada's foreign exchange reserves 
are reéburiv, the proportion held in gold will not 
decline again below the 60 per cent level but rather 
will increase to the point where only necessary working 
balances would be kept in U.S. dollars. Gold should 
then comprise more than $0 per cent of Canadian reserves. 
ie. VALUE OF STRONG GOLD MINING INDUSTRY 

There is another aspect of the gold mining 
industry in Canada which is worthy of note. [In 
earlier years it was the search for gold which spear- 
headed exploration and led to the discovery of Canada's 
metal resources. 

The development of a strong gold mining 
industry in this country, following the discovery of the 
mines of Timmins, Kirkland Lake, Northwestern Quebec 


and other areas, was one Of our principal mainstays and 
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Supports against the worst effects of the depression 

of the 1930's. 

13. RECOMMENDATIONS 

In view of the important part which gold 
production plays in te economy of Canada, we would 
urge that much closer attention be paid, and much 
greater consideration be given, to the importance of 
the gold question in all its aspects. We trust that 
euevRanetl Commission on Banking and Finance will have 
some recommendations to make to the Government of 
Canada concerning the policy which it should adopt re- 
garding gold. 

Further, in view of the factors mentioned 
above, the government would be well advised to build 
up its gold holdings. (At $35 (U.S.) per ounce gold 
is underpaid. 

The gold mining industry should continue to 
be supported and sustained by all practicable means 
as it constitutes a valuable counterpoise against 
economic recession. 
1A. EXCHANGE RATE AT A STABLE DISCOUNT 

The long-continued premium on the Canadian 
dollar proved a very severe handicap to both domestic 
industries in Canada and our export industries. 

We strongly commend the steps taken by the 
Minister of Finance to restore the Canadian dollar to 
a reasonable level of discount vis-a-vis the United 
States dollar. Such an action was absolutely imperativ 
if Canadian industry was to have the opportunity of 


competing on terms of anything like equality in world 
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markets. 
ID MINING EXPORTS AND INTERNATIONAL COMPETITION 

In the last few years the mining industry ha 
emerged aS a very Substantial, if not the single greatest, 
factor in Canada's export trade. With the return of 
prosperity to Western Europe we are aware of the possi-| 
bilities of increasing demands for Canadian metals 
there, as elsewhere in the free world. We are also 
very much aware that Canada has no monopoly of mineral 
resources and that mineral developments are being 
undertaken with speed and skill in many other countries 
including some usually described as "underdeveloped". 
It has become obvious in the last few years that 
international competition for markets is more intense 
than has ever previously been experienced. This 
means that every practicable means must be adopted to 
make Canadian products competitive with products 
produced in other countries without surrendering the 
high living standards which have been built up on 
the North American continent. This will be a feat 
not easy of achievement. It will be next to 
impossible if Canadian industry is not assured of a 
financial policy which makes a stable discount on the 
Canadian dollar a firm, important and continuing aim. 

The ratio of exports to Canada's gross 
national product remains high, about 20 per cent, 
though it is not quite so high as it ‘used to be.” The 
boom in Canada in 1956-57 was associated in large 
measure; with the growth in our exports of primary 


materials and capital investment undertaken in response 
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to the expectation of continued high rates of growth 
of these exports. Conversely, the weakness in the 
Canadian economy since 1958 can be ascribed, not 
wholly, but in considerable part, to the failure of 
these exports to grow as rapidly as had been expected. 

Metals, apart from gold, have constituted 
a major item of Canada's export trade. They have 
comprised an increasing proportion of total exports in 
every post-war year except one. Starting at 8 per cent 
in 1946, they rose to 22 per cent in 1960. Details 
of the composition of Canada's exports of the principal 
metallic minerals, in millions of dollars and as a 
percentage of the total commodity exports of Canada, 
for the years 1946 and 1960, are given in an accompanying 
table. 

In view of the reasonably assured prospect 
of continued growth in Canada's mining industry, it 
is fair to assume that the part played by mineral 
products in Canada's export trade will increase rather 
than diminish. The realization of this prospect, 
however, will depend in no small measure on firm 
policy as regards the rate of exchange of the Canadian 
dollar. 

Further, it may reasonably be anticipated 
that a stable discount on the Canadian dollar will 
encourage the growth not only of export industries but 


of domestic industries also, with beneficial effects 


on Canadian employment. 
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16, SOURCES OF FINANCE 

Of no less importance to the realization 
of continued growth and prosperity in Canada's mining 
industry is a financial policy which will not dis- 
courage the inflow of capital from outside this country). 

We strongly approve of the objective, which 
the federal government has adopted as a primary plank 
in its program, namely, accelerated mineral development 
in Northern Canada; and in the Northwest Territories 
in particular. As we pointed out at the time, however, 
when advice from the industry was sought on this question, 
as embodied in the Canadian Mining Regulations, would 
not be effective. Rather, they would result in 
deterring the inflow of needed capital from the 
United States and from other countries, and in 
retarding rather than accelerating exploration and 
development activities. 

This particularly applies to that section 
of the Regulations dealing with Canadian financial 
participation, whereby in order to qualify fora 
licence to operate a mine a company must either be 
51 per cent beneficially owned by Canadian eitizens 
or listed on a recognized Canadian stock exchange. 

This Regulation is simply not acceptable 
to many companies which would otherwise expend large 
sums in mining exploration and development. 

We have to report with regret that our 
discouraging forecast in this matter is being justified 
Many millions of dollars which would otherwise have 


been spent on mineral exploration in the Northwest 
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Territories have, because of this objectionable 
requirement, either been diverted elsewhere or not 
Spent at all. While the experience of a single year 
may not be too conclusive, it is strongly indicated 
that the aim of the Government of Canada to encourage 
and accelerate the development of northern mineral 
resources will not be achieved until these Regulations 
are amended. 
ve MAGNITUDE OF CAPITAL RESOURCES NEEDED 

In general, while it is true that Canadian 
mining companies are generating from their own resource 
more adequate reserves of funds for the purpose of 
finding new mines to replace those that become depleted 
it is also true, especially in certain segments of 
the mining industry, such as iron ore, that. the 
expenditures required, not only for exploration but 
for development, are of such magnitude that Canadian 
funds are simply not available. We would cite as 
examples the $250 million odd required to bring in the 
New Quebec-Labrador properties of Iron Ore Company of 
Canada and the $300 million expenditure required to 
bring into production the iron ore properties of 
Quebec Cartier Mining Company. 
18. STIMULANTS TO INVESTMENT 

In the face of these circumstances, it can 
hardly be considered in the national interest to 
raise obstacles to the inflow of capital from abroad. 
Certainly we think it a matter of the greatest 
importance that any steps taken to reach the desirable 


objective of broader Canadian financial participation 1 
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Canadian operations, whether industrial or mining, 
Should not be done in such a way as to deter needed 
capital from outside our borders. 

As it is agreed that greater financial 
participation by Canadian citizens in resource develop- 
ments is an objective to be encouraged, positive 
steps to stimulate such participation are needed. 
Among such steps which might well be considered are 
a reduction in personal income tax, so that the 
ordinary citizen may retain control of a greater 
Share of his earnings, and further stages of tax- 
relief on dividends derived from mining operations. 
19. SOME FINANCIAL CONSEQUENCES OF TAX POLICIES 

While this Royal Commission may not be 
directly concerned with tax policies, federal and 
provincial, it would be improper to ignore some of 
the financial consequences of tax policies now in effec 

We stress the simple point, which has been 
reiterated many times lately by prominent and 
responsible business men, that the present rates of 
corporate income tax, coupled with other taxes levied 
on business profits, leave in the hands of management 
altogether too small a margin of reserve funds to 
expend their enterprises with the vigour and at the 
speed needed to accelerate the pace of Canada's 
economic growth. 

During a period of massive deficits in the 
Federal Budget, provincial governments are seeking 
new means of enlarging their revenues by levying 


higher taxes. Most of the weight of this increased 
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1 taxation falls upon business and industry, cutting 

2 heavily into those financial resources which could be 
3 more profitably and beneficially used to expand 

4 industrial operations. Levels of taxation in this 

S country may not yet have reached the point of pro- 

6 ducing diminishing returns, but. they are certainly 

7 at the point of impeding rather than encouraging 

8 business enterprise. 

9 ‘To illustrate the extent and recent 

10 growth of the tax burden current in this country, 

11 Mr. J. K. Macdonald, President of R ofaderauon Life 
12 Association, recently noted the following facts and 
13 figures. 

14 While Canada raises 63 per cent of its 

15 revenue from direct taxes on income and wealth, Italy 
16 raises only 26 per cent of its revenue by this means, 
iwi Norway 27 per cent, Switzerland and France 31 per cent, 
18 Belgium 39 per cent and Britain 55 per cent. 

19 Federal government spending, rose about 

20 35 per cent in the five Saran ee teeich Rist, 1961, 
21 while the per capita gross national product, adjusted 
22 for price changes, fell 3 per oan 

23 In the five years ending in 1960, Ontario 
24 increased its spending 90 per cent and Quebec 86 

25 per cent. 

26 These are disconcerting figures which 
27 emphasize the fact that current leveré of taxation 

28 are a strong deterrent to the adiatiat tan of those 
29 savings and financial resources badly needed for 


30 improved and expanded production. 
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It is our conviction that governments, 
federal and provincial, should moderate and reverse 
their course in taxation policy. 

Much government spending is of a non- 
productive character and encourages dependence on 
social benefits instead of reliance on earnings 
generated by personal effort. 

Reduced taxation would.leave under the 
control of corporations and individual citizens 
a larger share of such earnings. These, applied to 
productive purposes, would accelerate the rate of 
economic growth, and act as a positive and constructive 
step towards the solution of the unemployment problem. 

Government revenues also would benefit 
from the higher levels of prosperity which would ensue. 

| If such a result is to be achieved, it 
will be necessary to co-ordinate more effectively the 
tax policies of the federal and provincial governments. 

Unless this is done, there seems little 
likelihood of releasing to individual citizens 
and to corporations that greater share of their own 
earnings which is required for the stimulus of 
productive enterprise and an@ccelerated rate of 


economic growth. 


Respectfully submitted 
on behalf of the 
CANADIAN METAL MINING ASSOCIATIO 
E. B. Gillanders 
President 


V. C. Wansbrough 
Vice-President and Managing DBire< 


OS-A eer 
eddemateves tedd cottofvaos swo ef JT | - Ott 
garevey bis eterssom bluoda .Igtontvorg bas Is19bs7 
»votlog nottsxsd at aise eRe 
-~yon 8 to af gntbnesgqe Insmaresvosa douM 
NO Ssonsbasqeb asegetvoons bas tatosrsds svidouborg 
aantinrss no sonmsilesx to beetant adtisned [stooa 
.trotts I[anoarsq vd betserensg 
end nebay eves! Olvow notisxsd beovbeH 
anestito [subtvibat bas anotisroqroo to Lordnoo 
ot betiags .saenT .eantnxss dove to srsde seagrsl s. 
to eter edd sosrelsoos8 biluow eseoging evivouborg 
evitdouttdanos boas sviditeog s @s gos base .ddwors ofmoncos 
»meldoxrq tnemyolqmenu sat to nofsiuloe ext ebtswod qsdgea 
JvEtened bluow osfs asunesvex dremmrsvon 
| euene bivow dotdw yoiysqeorq to alsvel tendatd edd mort 
ti ,bevefdos sd ot Bt Fineer s dove Ti 
ent yievitoslts stom stenthto-o9o o¢ eiseasoes 6d [fiw 
.atnomarsvoa Istontvorgq boys Lerebet srit to estotiog xad 
esiceyil amsse etend .enob at atAd easlnu 
anesitto Isubivibnt ot gntessloexr to boodtientl 
mwo Ifsdd To sisda tretsers tedt enottsroqroo od bois 
to aulumitea eat rot bertuper al dotdw eagatinise 
to stsx pedetsioog® ns bas ealretedine evistouborg 


.ttworg ofmonoos 


bsttimdyve yilvitosqeeA 
sit to tisded no 


HOTTALOOCEA DUTUIM JATHM MAICAMAD 


avebnsilto .@ .a oe 
dnishtasrtd . 
a 3 
 AguordansW .D LV ; ‘iin 


is 
4 
j 
cred 
aed ae 


I 30 eM bas soebteerqd-sotyv 


XN eth ercul & Youn 


af rente, Ontaric 
A-21 
| 
| 


Appendix 1 


Graph Showing 


(DURING THis PELLOD 1948 - 1961) 


1. TOLAL FREE WORLD TRADE 


2. TOTAL FREE WORLD OFFICIAL GOLD HOLDINGS 
AS A PERCENTAGE OF TOTAL FREE WORLD TRADE 
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Calculated from data in INTERNAT LONAL FINANCIAL STATISTICS prepared by 
the Statistics Section, International Monetary Fund. 
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Appendix 2 
Graph Showing 
PER CENT INCREASE OVER 1948 
FOR THE PERIOD 1948 - 1961 IN 


1. TOTAL FREE WORLD OFFICIAL 
GOLD HOLDINGS 


2, TOTAL FREE WORLD TRADE 
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CANADIAN GOVERNMENT GOLD HOLDINGS 


At End 
of Period 
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Appendix 5 


GRAPH SHOWING CANADA'S EXPORTS 


of 


THE PRINCIPAL METALLIC MINERALS 
IN MILLIONS OF DOLLARS AND AS A PERCENTAGE OF CANADA'S TOTAL COMMODITY EXPORTS 
FOR THE PERIOD 1946-60 
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CANADIAN METAL MINING ASSOCIATION 
MEMBER COMPANIES 
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Madsen Red Lake Gold Mines Limited 
Magnet Cove Barium Corporation 
Malartic Gold Fields Limited 
Manitou Barvue Mines Limited 
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SUMMARY 


of Brief to 


ROYAL COMMISSION ON BANKING AND FINANCE 
By 
EXPORT CREDITS INSURANCE CORPORATION 
P.O. Box 655, Ottawa 

The attached Brief describes the operation 
of the Export Credits InSurance Corporation in the 
two fields in which it functions -=- export credits 
insurance, and long term export financing. 

Paragraphs 1 to 3 cite the authority 
under which the Corporation operates and describe 
briefly the two fields in which the Corporation 
functions. 

Paragraph 4 to 8 detail the composition of 
the Board of Directors; the Advisory Council; the 
head office and branch offices, and the number of 
employees; the capital and surplus of the Corporation; 
the Corporation's status with respect to income tax; 
and the policy of the Corporation with respect to 
investments. 

Paragraphs 9 to 17 outline the Corporation's 
business in the export credits insurance field, and 
detail its operations under Section 14 under which 
the Corporation may insure up to a maximum of $200 
million on its own account and risk, and also under 
Section 21 under which the Corporation may insure up 
to a maximum of $200 million at the risk of the 
Consolidated Revenue Fund. Under Section 14 the 


Corporation had a liability of approximately $66 
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million at December 31, 1961, and under Section 21 the 
Corporation had a liability for the Government's 
account of $169 million. 

It is the aim of the Corporation to provide 
insurance on a cost basis. Premiums are charged at 
rates which will, it is hoped, in the long run just 
meet the Corporation's operating expenses and net 
claims. It will be noted from Exhibit A of the 
financial statements that the excess of premiums over 
expenses and claims to December 31, 1961, from the 
inception of the Corporation, amounts to $1,965,560 
which is available to meet any claims that may arise 
in respect of insured export sales outstanding. 

The Corporation has insured $1,050,000,000 
of exports of which some $410 million were for Govern- 
ment account. Claims paid total $10.5 million with 
recoveries of $8 million having been obtained. 

With the backing of export credits insurance 
an exporter of general commodities or consumer goods 
on short term credit can readily obtain financing 
from his bankers, because the exporter can assign 
any claims that might arise under his Policy to the 
bank. 

Where medium term credit is involved, i.e. 
payments spread over one to five years after delivery, 
the insured exporter can also go to his bank for 
financing. The bank in turn obtains the necessary 
funds from the Export Finance Corporation of Canada, 
Ltd., which the Canadian Chartered Banks set up in 


April, 1961 specifically to provide a source of financing 
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for capital goods exported on medium term credit and 
insured by the Export Credits Insurance Corporation. 
ECIC is a member of the international 
association of credit insurers popularly known as the 
Berne Union. That organization is a technical body 
which meets to discuss policies, procedures, premiums, 
claims, etc. It also is a forum for consideration 
of appropriate credit terms, and there is an under- 
Standing among members that as insurers of suppliers 
credit they will not provide insurance if terms longer 
than five years after delivery are involved. 
Paragraphs 18 to 24 outline the 
Corporation's operations in the long term export 
financing field under Section 21A of the Act. The 
maximum amount the Corporation may lend is $300 million, 
and as at December 31, 1961 export contracts totalling 
$41 million of capital goods had been signed. Commit- 
ments had been given to Canadian exporters in connection 
with the financing of prospective export orders 
totalling $114 million. In addition, guarantees 
totalling $31 million had been given under this 
Section. Thus, $186 million of the $300 million 


available had been committed as at December 31, 1961. 
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BR.L_E of 
EXPORT CREDITS INSURANCE CORPORATION 


dw The Export Credits Insurance Corporation, 
a Crown Company, operates under the authority of the 
Export Credits Insurance Act (Office Consolidation - 
Exhibit 1), which was originally passed by Parliament 
in 1944 and has been amended several times since that 
date. 
2% The Corporation operates in two main fields ¢- 
that of export credits insurance; and that of long 
term export financing. 
a Export credits insurance protects 
Canadian exporters of goods and services exported 
from Canada against non-payment by foreign buyers. 
Long term export financing is made available to 
Canadian exporters of capital equipment where credit 
terms in excess of five years after delivery are 
required and certain other criteria are met 

* & * 
4, The Corporation is under the management 
of a Board of Directors composed of the members of the 
Corporation (the Deputy Minister of Trade and 
Commerce and the Deputy Minister of Finance), and 
five other Directors appointed by the Governor in. 
Council (there is one vacancy at present), one of 
whom is President and General Manager. (See page 16 
of the Annual Report for 1961 - Exhibdts 2 and 3 - 


printed in both English and French.) The Governor 
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in Council may appoint a person to be an alternate 
Director for a member of the Corporation. 

De There is an Advisory Council of fifteen 
members, appointed by the Governor in Council, which 
advises the Board on the administration of the Corporatio 
(page 16 of the Annual Report - Exhibit 2). The head 
office of the Corporation is at 309 Cooper Street, 
Ottawa, and branches are maintained in Montreal at 

407 McGill Street and in Toronto at 55 York Street. 

The Corporation is represented in Vancouver, Winnipeg 
and Halifax by officials of the Department of Trade 

and Commerce. The Corporation had 46 employees as 

at June 30, 1962. 

6. The authorized and subscribed capital of the 
Corporation is $15 million (150,000 shares of $100 each) 
of which $5 million is issued and fully paid. In 
addition there is $5 million of capital surplus paid in 
by the Minister of Finance. There is also an Under- 
writing Reserve of $5 million established out of interest 
on investments and the excess of premium income over 
expense and policyholders’ claims. 

‘a The Corporation is a proprietary Crown 
Company listed in Schedule D to the Financial Adminis- 
tration Act, and as such is subject to income tax in 
accordance with Section 84 (2) of the Income Tax Act. 

8. The Corporation's capital, surplus and 
reserves are invested in Government of Canada bonds. 
(See Exhibit 4 for an analysis of the Corporation's 


investments.) The Board of Directors of the Corporation, 
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with the approval of the Advisory Council, have 
established a policy under which the Corporation's 
investments are to be approximately 25% short term, 


25% medium term, and 50% long term. 


Export Credits Insurance 


9. The Corporation estes Canadian exporters 
of goods and services exported from Canada against non- 
Payment by foreign buyers. (For a complete description 
of the types of insurance available, see the orange 
booklet - Exhibit 5.) 

10% Under Section 14 of the Act the maximum 
liability the Corporation may assume under contracts 

of insurance issued and outstanding shall not at any time 
exceed a total of ten times the aggregate of the amount 
of the subscribed capital and the surplus of the 
Corporation, i.e. $200 million. As at December 31, 
1961, the liability of the Corporation under contracts 
of insurance outstanding was $66,110,800. 

Pils It is the aim of the Corporation to provide 
insurance on a cost basis. Premiums are charged at rates 
which will, it is hoped, in the long run just meet the 
Corporation's operating expenses and net claims. It 
will be noted from Exhibit A of the financial statements 
that the excess of premiums over expenses and claims 

to December 31, 1961, from the inception of the 
Corporation, amounts to $1,965,560, which is available 


to meet any claims that may arise in respect of insured 


export sales outstanding. 
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Section 21 of the Act provides that 


(1) Where the Minister reports to the Governor in 
Council that 
(a) the Board, having regard to the limitations 
imposed by Section 14, is of opinion that 
a proposed contract of insurance will 
impose upon the Corporation a liability 
for a term or in an amount in excess of 
that which the Corporation would normally 
undertake in relation to any one contract, 
exporter, commodity or country, and 

(b) in the opinion of the Minister it is in the 
national interest that the proposed 
contract be entered into, 

the Governor in Council may approve of and authorize 

the Corporation to enter into the proposed contract 

of insurance. 

(2) All moneys required by the Corporation to discharge 
its liabilities arising under any contract of 
insurance entered into under this section shall 
be paid to the Corporation by the Minister of 
Finance out of unappropriated moneys in the 
Consolidated Revenue Fund. 1948,c.17,s.l. 

(3) The liability of the Corporation under contracts 
of insurance entered into under this section and 
outstanding shall not at any time exceed two | 
hundred million dollars and shall not be 
included in the liability of the Corporation for 


the purposes of section 14. 
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The Corporation shall maintain a separate account 
of all receipts and disbursements arising out of 
contracts entered into under this section and 
Shall, if the Minister of Finance so directs, pay 
to the Receiver General of Canada any part of 

such receipts that the Minister considers to be in 
excess of the amount required to meet the 

expenses and overhead of the Corporation arising 


out of such contracts. 


see The Corporation retains 25% of the premiums 
eollected under Section 21 contracts of insurance 

to meet expenses and overhead, the balance being 
remitted to the Receiver General. AS at December 31, 
1961 the liability of the Corporation under contracts 
of insurance entered into under Section 21 of the 

Act was $168,902,187. 

14. The total volume of business insured by the 
Corporation under Section 14 from the commencement of 
operations in 1945 until December 31, 1961 was 
$640,256,199. Export sales insured under Section 21 
totalled $410,388,716. (See Exhibit 6 for analysis 

by countries of insured export sales.) There have 

not been any claims paid under Section 21 business. 

To December 31, 1961 total claims paid under Section 14 
insurance amounted to $10,476,608 and recoveries 
abtained totalled $7,989,031. Of the balance of 
$2,487,577, $382,169 has been written off. Upon 
direction by the exporter, the Corporation will 

agree to pay to any Canadian Chartered Bank the proceeds 


of any claim which may become payable under an exporter's 
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Policy. Accordingly, with the backing of export credit 
insurance an exporter of consumer goods can obtain 
credit from his bankers to finance his export sales. 

Loe In order to assist in financing capital 
goods sold on medium term credit, i.e. with payment 
terms spread over one to five years, the Canadian 
Chartered Banks in April 1961 set up the Export Finance 
Corporation of Canada, Ltd. (see Exhibit 7), which 
Specifically provides financing for capital goods 
exports which have been insured by ECIC. The exporter 
continues to deal with his banker and the banker in 
turn uses the Export Finance Corporation as a re- 
discount facility. 

LO The establishment of the Export Finance 
Corporation of Canada, Ltd. provides Canadian exporters 
with a new and distinctly separate source of funds for 
export financing, inasmuch as with the backing of its 
authorized $50 million capital, the Export Finance 
Corporation has the authority eae its charter to 
borrow up to $500 million. 

ye ECIC is a member of the international 
association of export credits insurers "Union d'Assureur 
des Credits Internationaux" (Berne Union), which 

was founded in 1934. There are eighteen member 
countries representing the majority of the large 
trading nations of the world. One of the main 
objectives of the Union, besides discussing the 

results of members’ experience in importing countries, 


is to exchange information on credit terms for various 
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commodities. The members of the Union, as insurers 

of suppliers’ credit, are strongly of the opinion, and 
have an understanding among themselves, that even for 
the very heaviest of capital equipment a maximum of five 
years' credit after delivery should not be exceeded. 

If credit terms in excess of five years are clearly 
necessary and desirable, it is the view of Berne 

Union members that financing other than on a basis of 


suppliers credits should be provided. 


Long Term Export Financing 


18. Under Section 21A of the Act, the Corporation 
may, with the authority of the Governor in Council, 
provide long term financing for export sales of 

capital goods up to a total of $300 million. 

19. The guiding rules that determine the 
eligibility of transactions for long term financing are 
that the extended credit terms are clearly necessary 

and justifiable; that the transaction gives meeps 

of continuing export trade; that the Canadian content 

is not less than 80%; that the transaction gives rise 

to significant employment and industrial benefits in 
Canada; that the export transaction is substantial 

in value, at least $2 million; and that the foreign 
buyer and country of purchase Nave a satisfactory 

credit standing. (See pages 15 and 16 of the orange 
booklet and the pamphlet entitled "Government Export 
Financing", Exhibits 5 and 8.) 

20. The application for export financing is made 
by the Canadian exporter to the Export Credits Insurance 


Corporation. Only in exceptional circumstances may a 
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line of credit be committed to a foreign country. The 
proceduresof financing the particular project or 
transaction follow the standard practice of requiring 
an application by the Canadian exporter and formal 
commitment of the financing by Order-in-Council. 

Pls The Export Finance Division of ECIC upon 
receipt of an application studies all aspects of the 
proposal for financing and investigates the case in 
such detail as may be required through the applicant 
company, Trade Commissioners abroad, and other 
appropriate sources. After this review, applications 
are submitted to an interdepartmental Committee on 
Export Finance and those applications meeting the 
established criteria are recommended to the Minister 
of Trade and Commerce for submission to Cabinet. 

ORs As provided by Section 21A of the Export 
Credits Insurance Act, payments are made to the 
Canadian exporter by means of purchasing Promissory 
Notes issued by the importer endorsed without re- 
course by the exporter to ECIC and to which has been 
attached the guarantee of ECIC. Such advances by 
ECIC are made in accordance with the conditions of 

a financing agreement entered into between the foreign 
buyer, the exporter, and ECIC, either as progress 
payments during the period of manufacture of capital 
equipment or against the periodic deliveries of such 
Moneys required by ECIC to purchase these 


equipment. 


notes are drawn as required from the Consolidated 


Revenue Fund. 
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oF All payments received by ECIC in 
amortization of Promissory Notes in the series of, 
normally, equal semi-annual notes corresponding to the 
principal amount of the financing provided are 
immediately paid by ECIC to the Consolidated Revenue 
Fund. All payments on account of interest received 

by ECIC are also paid to the Consolidated Revenue 

Fund except for an amount of interest of 1/4 of 1% 
retained by ECIC to cover the administrative expenses 
of operating the export financing programme. 

a4, To December 31, 1961 contracts had been 
signed covering $41 million of capital goods (see 

page 13 of Annual Report, Exhibit 2). Commitments 

had been given to Canadian exporters in connection 
with the financing of prospective export orders 
totalling $114 million. In addition, guarantees 
totalling $31 million had been given under Section 21A 
and were in effect at December 31, 1961. Thus, $186 
million had been committed under Section 21A long 


term financing. 


August 20, 1962 
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EXPORT CREDITS INSURANCE CORPORATION 


A.10 


EXHIBIT 4 


SCHEDULE OF INVESTMENTS AS AT DECEMBER 31, 1961 


$ 17,746,170 


Rate Amount Market Book Percentage 
Tr, Bill §$ 600, 000 $ 598, 828 598, 828 
3 % 500, 000 500,250 500, 000 
23.7 
4% 500,000 502,250 499, oho 
2 3/4 % 2,650, 000 2,626,150 2,624,972 
$ 4,250,000 $ 4,227,478 4,222, 840 
3 3/4 4% 3,350,000 3,312,312 3,281, 038 Sag 
2 3/4 % 1,050,000 966 , 000 1,043,581 
$ 4,400,000 $ 4,278,312 4,324,619 
i 1,100,000 1, 057,375 999,174 
3t 1,850,000 1,537,813 1,849,537 ae 
3 % 1,800, 000 1,451,250 1, 800, 000 
ys 4 4,550, 000 4,254,250 4,550,000 
$ 9,300,000 $ 8,300,688 $ 9,198,711 
$ 17,950,000 $ 16,806,478 100.0 
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EXPORT CREDITS INSURANCE CORPORATION 


EXHIBIT 6 (1) 


Analysis by Countries of Actual Risks Underwritten to December 31, 1961 


Amount at the 

Country Government's 
Risk Under 
Commonwealth Section 21 


Aden $ 
Australia 

Bermuda 

Borneo 

British East Africa 
British Guiana 
British Honduras 
British West Africa 
British Oceania 
Ceylon 

Cyprus 

Fiji Islands 

Ghana 

Gibraltar 

Hong Kong 

India 

Malaya 

Malta 

Mauritius 
Newfoundland 

New Zealand 

Nigeria 

Pakistan 

Rhodesia & Nyasaland 
Sierra Leone 

South Africa 

United Kingdom 

West Indies Federation 


Total Commonwealth Countries $ -- 


Amount at the 
Corporation's 
Risk 


450 
29,676,899 
1,323 9f2L 
27,017 
140, 869 
2,2h4, 828 
281,499 
72,023 
4,033 
586,222 
kg, 32h 
4h, 275 
6,399, 122 
890 


1,331, 843 
9,855,167 
1,637, 486 
1,995 
1,740 
415,591 
14,243,940 
1, 319, T29 
324,958 
1,037, 840 
6,704 
41,374, 032 
92,915, 487 
__ 24,988, 511 


$230, 346, 195 
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EXPORT CREDITS INSURANCE CORPORATION EXHIBIT 6 (2) 


Analysis by Countries of Actual Risks Underwritten to December 31, 1961 


Amount at the 
Country Government's Amount at the 
Risk Under Corporation's 
Foreign Section 21 Risk 

Arabia $ $ 195,408 
Argentina 30,229,786 
Austria 850,640 
Bahrein Islands 8,252 
Belgium 17,206,626 
Bolivia 1,756,525 
Brazil 25,809,925 36,092, 418 
Burma 350,096 
Caroline Islands 837 
Chile 10,819,114 
China 2,627,535 
Colombia 16,756,153 
Congo 3,969,220 
Costa Rica 3,197, 009 
Cuba 19,118, 544 
Czechoslovakia 47,449,175 3,834,412 
Denmark 1,823,568 
Dominican Republic 5,274,014 
Ecuador 3,124,949 
Egypt 2,497,713 
El Salvador 1,691,645 
Ethiopia 6,061 
Finland 2,200, 872 
France 21,493, 104 
French Africa 4,743,949 
French Guiana 1,348 
French Oceania 116,677 
French West Indies 22,523 
Gabon Republic 8, 448 
German Fed. Rep. 80,034,161 19,672, 562 
Germany East 107,387 
Greece 6,388,095 
Guatemala 3,861, 672 
Haiti 905,220 
Hawaii 609 
‘Honduras - ee 

Munga 2,586,219 ) 
coolant 236,154 
Tndonesia 636,552 
Tran oie 
Tra 1, 91, 39 
i Aaned 4,766,717 
Israel 12,429, 087 1,660, 337 
Italy 16,617,115 
Japan 6,731, 863 
Jordan 38,693 
Kuwait 63,870 
Lebanon 1,054,469 
Liberia 52, 563 
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EXPORT CREDITS INSURANCE CORPORATION 
Analysis by Countries of Actual Risks Underwritten to December 31 1961 


Country 


Foreign (cont'd) 


Libya 

Luxembourg 
Malagasy Republic 
Mariana Islands 
Marshall Islands 
Mexico 

Morocco 
Netherlands 
Netherlands Antilles 
Nicaragua 

Norway 

Panama 

Paraguay 

Peru 

Philippines 
Poland 

Portugal 
Portuguese Africa 
Portuguese Asia 
Puerto Rico 
Reunion Island 
St. Pierre & Miquelon 
Samoa 

Spain 

Sudan 

Surinam 

Sweden 
Switzerland 

Syria 

Taiwan 

Thailand 

Turkey 


United States of America 


Uruguay 
U.5.5.R. 
Venezuela 
Virgin Islands 
Yugoslavia 


Total Foreign Countries 


Total All Countries 


Grand Total All Countries 


Amount at the 
Government's 
Risk Under 
Section 21 


$ $ 


15,309,269 


124,577,059 


80,215,748 


3,938, 428 
18,039,645 


$410, 388,716 


$410, 388,716 


— 
——— 


$1,050,644, 915 


EXHIBIT 6 (3) 


Amount at the 
Corporation's 


Risk 


De) 
ale bs) 
256,577 
2,126 
21,821 
23,516,171 
148,253 
9,797,234 
1,741,052 
2,028,812 
1,560,951 
2,767,051 
574, 589 
6,029,913 
253,224 
616, 057 
2,839, 841 
284,723 
4, 848 
3,136,355 
98 


398, 452 
9,885 
586 , 487 
283,445 
B45, 924 
9,809, 746 
8, 032,826 
1,875,556 
23,071 
904, 379 
16,701,215 
16,755,910 
4, 584, 589 


$ 409,910, 004 


$ 640,256,199 
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